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CONDUCT OF MONETARY POLICY 

(Porsaant to the Fall Employment and Balanced Growth 
Aet of 197S, Pnhlie Law 95-523) 



tuesday, jui.y 17, 1979 

House of Befresentatives, 
Committee on Banking, Finance and Urban Ait-aibs, 

Washington-, D.O. 

The committee met at 2 :35 p.m., in room 2128, of the Kaybum House 
Office Building; Hon. Henry S. Eeuss (chairman of the committee), . 
presiding. 

Present : Representatives Keuss, Gonzalez, Hanley, Mitchell, Neal, 
Blanchard, LaFalce, Cavanaugh, Oakar, Yento, Barnard, Watkins, 
Lowry, Stanton, Wylie, McKinney, Hansen, Kelly, Leach, Evans of 
Delaware, Green, Bethune, Campbell, and Ritter. 

The Chairman. Gtood afternoon. The House Committee on Bank- 
ing, Finance, and Urban Affairs will be in order for its hearings on 
the conduct of monetary policy. 

We are very happy to welcome Chairman G. William Miller to our 
second hearing under the Hmnphrey-HawMns law. 

In the months ahead, Mr. Miller, the Federal Reserve wiU face 
perhaps the most difficult test and the most challenging opportunity 
of your tenure. A great many things, including the future of the 
energy program announced yesterday in Kansas City by President 
Carter, will hinge on whetiier the nre brigade at the Federal Re- 
serve can prevent the economy from burmng before the -necessary 
structural reforms toward which we now appear to be moving are 
inplace. 

The months ahead will be difficult because, in addition to the Yaf^ 
inflation which has beset us since last year, we now see the multiply- 
ing signs of a recession. Slower growth in retail sales, especially m 
autoB and durable goods, declining industrial production, and surging 
import bills have combined to convince a majority of economic opinion, 
and now even the administration, that a recession is under way. 

The task fa,cing the Federal Reserve today was, I think, well ex- 
pressed by this committee in its report to the Congress in March. 
We stated: 

Antl-lnflatkaury polldca mnBt not cauBe a reeefBlon. The committee recogh 
nlzes that redndsg Inflation will require persietent, meaanred monetair and flscol 
restraint. Folldea which attempt to break inflation quickly would lead to re- 
cession and high unemployment and defeat tbemselTes. 8nch polldes wonld not 
Btop inflation because they are too costly In tenns of lost onlpnt and employment. 
As a result, they wodld be abandoned before they were in place long enongh to 
stop iiiflati<m and replaced instead by policies designed to flght unemployment 
wblch would r^lndle toflatlfni. 
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We should not respond to every weakening of aggregate demand hy 
rushing in a panic to embrace tax-cuttery and other forms of fiscal 
foolishness. But I believe, this committee believes, and I hope that 
you believe, that the recession which may be upon us is the enemy, not 
the friend, of a successful policy to spur investment, and thus to 
increase productivity and fight itmation. Therefore, it is the Federal 
Reserve's clear responsibilitity to insure so far as possible that the 
threatened recession either does not occur, or that it occurs in only 
the most benign form. 

The months ahead represent an opportunity for the Fed as well as a 
challenge. You have on many occasions, to the press and before the 
Congress, let it be known that in your opinion the Federal Reserve, 
not the Treasury, should take the activist role in bringing the economy 
out of any recessi(m. This is a position that many economists, from 
Keynes himself in 1930, have long urged on central bankers with 
little success. 

Of course, your immediate task today is to update and revise the 
monetary policy plan you presented to us in February, and to pree^it 
preliminarv estimates of monetary expansion, in 1980. I want to call 
your attention to one point which I hope you will clarify in your 
remarks. As you know, growth of M,, the narrowly-defined money 
stock, has proceeded in flie past 2 quarters at a 2.7 percent annu^ 
rate. This would place Mi growth squarely in the middle of your an- 
nounced 1.5-4.5 perc«)t track, and would correspond to a sensible 5.7 
percent annual growth rate of M, in the old preautomatic transfer 
days, but if and only if the shifting of funds to ATS and NOW ac- 
counts has proceeded at the 3 percent annual rate that your Mi growtii 
target subsumed. 

If ATS and NOW accounts have been substituting for Mi at a 
slower rate, then the "true" growth rate of Mi is lower than the 
sensible target range you are c(Hnmitted to pursue. As you are the 
custodian of the truth in this matter, we look forward to enlighten- 
ment. 

One final matter, by no means the least important : This week, per- 
haps tOTnoiTOW morning, the House of Representatives will have an 
opportunity to vote directly on lef2^slati(ni rationalizing the stmcture 
of commercial bank reserve requirements and providing, we hope, 
the tools that the Federal Reserve needs for an effective monetary 
policy. H.R, 7 will solve the Federal Reserve's membership problem, 
and, in so doing, it should go a long way toward aiding the confusion 
that has chamcterized measurement and interpretation of fluctuations 
in the monetary aggregates in recent months. As such, it will make a 
substantial contribution both to the fabrication of good monetary 
policy and to a dear understanding of what tlmt policy is by the 
public at large. 

So, I ask you, like myself, to pray for H.R. 7. And I want to thank 
you for the excellent semiannual report which you and your associates 
on the Board of Governors have handed to us. I thnik it is not too 
much to say that it is historic in that for the first time the Federal 
Reserve, pursuant to the requirements of the Humphrey-Hawkins 
law, have projected such future economic matters as growth, inflation, 
and employment. We believe you are doing your job very nobly, and 
we are delighted to have you here. 
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Mr, Stanton and Mr. McKinney. 

Mr. McKiNNET-, Mr. Chairman, if I might, I would just lilffi to, 
due to a change in schedule, express my apologies to Mr. Miller for 
the fact that I will have to lesrve, and to thank him for his note and to 
reassure him that I will read his testimony in full. 

The Chairman. Mr. Miller, yova fuU report, under the rule and 
without objection, is received into the record, with thanks. Would 
you now proceed in your own way. 

STATEUENT OF HON. 0. WILLIAM MILLER, CEAIKMAir, BOABB OF 
007EBKOHS, FEDERAL RESERVE STSTEK 

Mr. MiLu:ii. Thank you very much. 

I would like to say to the committee that I apologize for the change 
m schedules and t^e delay that haa perhaps made it a little more 
difficult for all of UB to get together for this important review. The 
action expected in the House has changed our testimony frran to- 
morrow to today, and we are getting a TittJe later start today. So I 
would like to suggest, Mr. Chairman, since the report is available — 
and since it does recap many of the factors that we reviewed earlier 
with this committee — that I make very brief remarks and then turn 
to questions. 

The Chairuan. Excuse me. I am told tJiat your microphone is not on. 

Mr, Miller. There we are. Now can you hear^ 

The Chairman. Thank you. 

Mr. Miu.ES. I think t^ey are on now. I apologize. I did not realize 
they were off. 

I was saying that because of the delays I would suggest making 
brief r^narks end then turning to the questions and c<mcems of the 
committee. 

The main event thiat has taken place since the report to this com- 
mittee in February has been the oil price shock, and this is indeed 
difficult news for us to face. The oil price shook will have the effect of 
increasing inflation this year, of slowing real growth in the economy, 
wid therefore of setting us back in both our timetable and the level 
of inflation we must deal with in the overall strategy to combat 
inflation. 

Without this oil shock, we had looked forward to an economy that 
would slow, that would come to relatively low levels of growtli, but 
without a technical recession this year or next year. 

With the oil shock, we now expect that there will be a recession this . 
year. It will be moderate and the economy will b^in to recover as we 
progress through the year and into 1980. We expeS; that we will have, 
as you will note from our report, a negative growth rate of 8(me- 
where between minus 2 and minus one-naif percent for the period 
fourth quarter of 1978 to fourth quarter of 1979, and a growth rate 
probably somewhere brtween a mmus one-half to plus 2 in 1980, <hi 
the positive side. 

The oil price shock, as I say, sets us back in our timetable for 
winning the war against inflatitai. It had been our report to this com- 
mittee that with tui strategic policies being put into place — involving 
&)cal diedpline, involving mcomes policy, mvolving dollar end inter- 
national account policies, inv<dving energy policies, and involving 
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monetary policies — we would wring out inflation over 5, 6, or 7 years. 

We have been put back in that timetable, in my opinion, by 1 year 
or more. And we are now going to start downward in wringing: out 
inflation frMn a higher plateau than we otherwise would have reached. 
The effect of the oil price shock will probably add about 2 percent to 
inflation this yearj and 1 more percent to inflation next year; this is 
the level of additional difficulty that we are going to have to ovei^ 
come in our long-term program to wring out inflation. 

In the meantmie, on Sunday, the President took some initiatives 
through a series of policies to reduce our dependence upon petroleum 
as a source of energy and to reduce our dependence upon imported 
petroleum. In the aftermath of that particular announcement, we still 
must cope with the short-term and the intermediate-term problems of 
the economy and be sure that we continue to commit ourselves to firm- 
ness and determination in combating inflation and that we commit 
ourselves once again to a determination to maintain a sound and stable 
value of the dollar. 

If we relent in our fight against inflation, if we relent in our am- 
cem for the dollar, we will set ourselves back further. So it is impor- 
tant not only that we absorb the shock that we have been given, but 
also that we avoid imposing any further delay or any further impedi- 
ment on our steady march forward to wring out inflation. 

Mr. Chairman, I call your attention to the structure of our report. 
There is an introduction that points out the performance of the 
economy, the shocks that I have lust mentioned, and their effect upon 
our intermediate-term goals and long-term goals. Chapteir I, in accord- 
ance with the HumphJey-Hewkins Act, is a review and analysis of 
recent developments affecting the economy ; it begins on page 4. Chap- 
ter II is a recitation of the objeotives and plans of the Board of 
Grovemora and the Federal Open Market Committee with respect to 
the ranges of monetary aggregate growth or diminution ; it begins on 
page 40. 

I wanted to point out to you with the charts on pages 44, 46. and 46, 
in chapter II that, as you have already mentioned, the growth of the 
monetary aggregates are well within tlie ranges that were established 
for this year in our report to you in February. I say that because this 
is the first opportunity I have had since becoming Chairman of the 
Federal Iteserve in March 1978 to be able to report that. I wag afraid 
you wouldn't notice it, so I wanted to call it to your attention. 

I might just try to say that we did intend to have ranges that we 
think are correct and to live within them. 

The Chairmak. Since this committee approved your ranges, it will 
note this now. 

Mr. Miller. Mr. Chairman, chapter II also includes the consensus 
of the Board of Governors on the outlook for the economy and its 
important aspects: nominal growth, real growth of GNP, the im- 
plicit price deflator, and the expected unemployment rate. These are 
set forth in a table on page 48, and demonstrated in other charts on 
the following pages. 

And finally, I call your attention to diapter III, which is our re- 
port on how our monetary stance, our monetary objectives, relate to 
the moat recent plans of the administration with respect to the eco- 
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nomic performance of the Nation. Here, we have variance from the 
President's report in terms of the outlook for the economy. But 
the ranges that we have provided as a consensus of the Board of 
Governors encompass and therefore are consistent with the outlo(& 
for the economy as reported in the President's Economic Report to 
Congress. 

Mr. Chairman, I would close simply by saying that the events since 
my last report are historic. They will test our will and determination 
as to whether we are going to continue on a course with the commit- 
ment to curb inflation and to wring it out of our economy, or 
whether we are going to relent and to give way to transitory forces 
and therefore, in my opinion, do more harm to the economy long term 
by merely letting the fight against incipient inflationary forces be 
put off to some other year or to some other generation. 

The overall stance of the Federal Reserve is one of maintaining a 
strong anti-inflation policy, one of maintaining the belief that we 
have within the capacity of this Nation both the policies, the will, 
and the determination to win this war. We commit to you that we 
are going to continue to play our role in cooperation with other ele- 
ments of government to achieve this. 

Thank you very much. 

[ITie Midyear Monetary Policy Report to the Congress pursuant 
to the Full Employment and Balanced Growth Act of 1978, sub- 
mitted by Mr. Miller follows :] 
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The pToblen Posed by Accelerated Inflation 

The perfomanc* of the econon; this year baa been distinctly 
unsatisfactory- Starting fron a base of rapid laflatloa and the lagged 
effects of the 1977-78 dollar depreciation. ■ series of unexpected 
events this year has disrupted economic activity and Intensified Infla- 
tionary pressurea* These events have Included labor disputes, severe 
weather, and adverse agricultural supply conditions, but the Bost 
disturbing developnent, in terns of Its Inpltcatlons for future economic 
performance, has been an enormous Increase In the price of iaported oil. 
The adjustment to this oil price shock poses dsJoe problsns for govam- 
mental policy and represents a serious setback to progress toward the 
longer-range goals enunciated by the Full Enployaent snd Balanced Growth 

Increased energy costs have greatly aggravated our Inflation 
problem. In February, vhen the Board suboltted Ita first report to the 
Congrtas under the Uumphrey-Bavklns Act, It was anticipated that oil 
prices would rise ntodctstely this year, entailing sone snail upward 
pressure on the general level of pttces. However, the developments 
since then — Including the effects of the Iranian revolution and the 
lateat OPEC decisions — are generating major Incraasas In the prices of 
imported oil and, consequently. In the pttces of other energy sources 
as well. 

The Inflationary effecta of the energy price Inereaaes could. 
In principle, be offset if other prices on avetage declined or at least 
rose less than they otherwise would have. There will be sons tendency 
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In till* direccioa as the diversion of ■ larger Bbsre of Bpendable Incoae 
CO energy reBulce In • reduction In dcaand for other good* and lervtcce. 
In recent years, however, noalnal vages and prices have not generally 
exhibited Buch flexibility In a doMnward dlreetloei rather, relative price 
adJuetBencs typically bavc occurred in the context of en overall rlae in 
the average level of price* as economic unit* stte^ited to avoid losses 
of real iacoae. 

It alao Bust be recognlied that the rise In the relative price 
of l^iortad oil Involves a transfer of real Incoae and wealth froa Che 
U.S> public to foreign oil producere, Ihla loss vlll, in turn, have ac 
leaac tevocarlly depreaslng effects on doaestlc economic acclvity as 
Che demand by foreign countries for U>8> exporCs expands only wlch a 
leg- 
Thus, over the next year or two, it appaare chat exogenous 
force* will be causing boch Intensified inflationary pressures and down- 
ward edjustaents In the demand for goods and service*. Clearly, the 
problem* confronting eonecary policy, and mac ro economic policy generally, 
have been made much more difficolc. If monetary policy eDcouragas a 
■ore rapid expansion of money and credlc in an actempc to acrengthen 
aggregate demuid, it risks building even greater inflation InCo che 
econoBlc ayaten through che aggravation of the price-wage-price eplral. 
On the other hand. If no account la taken of edded upwetd price pres- 
sures in the formulacion of policy, Che risk* are Increased of deepenins 
or lengchsnlng the cr*n*lCloiMl downward adJuatmeaCa in real e 
actlvlcy th*c ami appear la train. 
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The Federal Reserve reaalDS flraly reiolvcd to direct Ita 
policies toward a reduction In the rate of Inflation* But In the 
current clrcumatances , a conbinatlon of added Inflationary pressures, 
a tlowlag of economic activity, and a probable Increase In uaeqiloy- 
Bent ma]' delay progress toward price stability* This problen high- 
ll^ts the need to solve sone of the oajor structural defecta In our 
ecoQOoy. It Is loportant that ue begin to break down the bacrlera, 
both private and govemnental, that Inhibit Innovation and coopatltlon 
and thereby contribute to the Inflationary bias of the economy. We oust 
•naure that our system of taxation does not discourage the saving and 
capital investaent necessary to reverse the deterioration of productivity 
perfocnance obaerved In recent years. 

And It la absolutely esacntlal that this nation develop an 
energy program that reduces its reliance on foreign sources of energy. 
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"« review end enaljrele of recent developaenta 
affecting econoalc trends in the nation" 



Section 108(a) Pull E^loy«ent i 
Balanced Growth Act of 1978 
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SECTION 1. EOOHCMIC ACTIVITIi DURIHC THE FIRST HALF OF 1979 

Official CoBoatce Departseot data for Che •acond quartar of thla 
yen have ;ec to bacoae available, but It appear* llkal^r that Chay will 
Indicate that real gtoaa national product declined aomawhat after advaociog 
only marginally In the flrat quarter. Hie alugglahneaa of overall economic 
activity thus far In 1979 atandB In marked conttMt to the 4-1/4 pcicect 
gain In real GNF registered in 1976. Although the eventa of the first 
half do not In themaelves compel a conclusloa that the econoiQ' haa entared 
a recession, the pause in growth does represeat s algatflcant iuterruptlon 
of the relatively long cyclical upswing that began early In 1973. 

The sluggishness of economic activity since Che beginning of the 
year Is partly a conaequence of the rising inflationary pressures of 1978 
but 1b also traceable In considerable measure to special exogenoue 
factors — aa distinguished from such problems as widespread inventory over- 
hangs or other fundamental imbalances or distortions, which have charac- 
terized the terminal stages of prevloua cyclical expanalons> During January 
and February, production In many parts of the country was disrupted by 
unusually Incleoent veatheri the conatcuction induatrles vere especially 
hard hit, but other sectors also were affected. In the early spring, labor 
contract disputes in the trucking, airline, and rubber industriea interfered 
with activity In many areas of the econov However, a more pervaalve — and 
leas translcoiy — influence on the course of the econov thla year haa bean 
the eharp rise in energy and food pricea. The resultant acceleration of 
Inflation hae had a serious iofact on real dlspoaable personal incoas and 
hae had a broadly adveree effect on conauaer spending attitudes. 
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P«r»oi>al Comuaptlon E«p«ndlture« 

Peraonal consuaptlon expendlturea sccouDt for alaoat cuo-thlrds 
of GHP, and thair weakneas during Che paet Cm quarttr* haa been an luporcaDt 
el^nt In the flatoeas of overall econoalc activity. Soaa lafcness In 
conauBer demand was not untvpected followliig Che aurge In spending during 
the final Dontha of 1978. However, retail aalet In t«b1 terma exhibited a 
clear downuard trend through the first six BODCha of thla year, with the 
.June level aharply depressed by a drop In auto sales. Using gasoline 
prices and uncertainty about gas supplies Initially had a mixed Impact 
on BuCo aales: sales of large, fuel-lnefftclent cars plunged, idilla sales 
of smaller domestic and foreign cars recorded aa offaettlng Increase. 
Host recently, however, the wealcness In auto sales has broadened; thla 
may in part reflect lupply constraints aa doaestlc makers shift facilities 
CO the manufacture of smsll cars, but there appears to have b««n a general 
falloff in demand during June. 

The weakness in consumer spending has extended beyond the market 
for motor vehicles, and ic appears sympcomatlc of broader preasures on 
household fioancea. The personal aavlnga rate reached htatorically low 
levels laat year, to that a further rise In the apandtng propenaltleB 
of households s*e>ed unlikely. Horeovar, the record indebtedness and 
debt repayment burdens of the household sector suggested chat consumers 
might manifest, on the whole, a more cautious spending behavior. These 
Influaneee have been •ubatantially reinforced this year by the effects of 
accelerated Inflation on the real disposable Idcodk of households. The 
budgets of many families have been aqueesed by the upsurge In the prices 
of food, fuel, and other bsstc necessities. This has increased their 
uneasiness about their personal floanclal poaltlons and contributed to a 
noticeable deterioration in constBar •sntiment, as measured by most surveys. 
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Re«ldeiitl«l Conn t ruction 

As noted above, adverse ueather depressed building activity during 
the opening oonths of 1979. Private housing starts, which had conBlstently 
run at an annual rate of JubC over 2 million units since a slnllsr weather- 
related disruption the previous winter, fell to a 1-1/2 million rate in 
January and February. However, as construction picked up again In subsequent 
months, the rate of housing starts remained below the 1978 pace, averaging 
about 1-3/4 million units in the Harch-Hay period. Thus, there has been a 
oioderate, but significant, downturn In residential building since the end 
of 1978. 

Several fundamental economic and deaographlc factors have continued 
to bolster the deosnd for houaing — especially slngle-faally dwellings and 
condominlua apartments. One of these ia the widespread view, based In 
large part on the actual experience of the paat several years, that houses 
are a good hedge against Inflation and therefore an attractive InvestBent 
apart from the shelter services they provide. Another ia the movement of 
a large portion of our population into the age group In which the rate of 
Initial home purchases historically has been relatively high. 

Nonetheless, other underlying supply and deaand influences have 
acted to constrain the construction of new housing units. The rise In 
Interest rates and the general tightening of credit markets over the past 
year have been particularly iqiottant factors. RoaebuIIders have found 
that lendera are charging substantiBlly higher rates for land development 
and construction credit, and that they are showing greater selectivity 
in the projects they will finance. At the same time, potential builders 
and hoaebuyers have been affected by Increasingly stringent terms on 
mortgage loans and, in aoae localities, by shortages of mortgage credit 
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c«ua«d by usury celling*. Ih« coBbloatlaii of Inflated houa* prices and 
record mrtgage rates iapliea coats of hoBecnineTsbtp that bulk large 
relative to the current incoaas of oany families* This fact has deterred 
SOBS potential honebuyers and cauaed lending institutions to reject aaae 
credit applications- It also haa given Ivetus to the developaent and use 
of graduated paynant nortgagea, which are dealgnsd to alleviate the cash- 
flow problems encountered in the early years of the traditional level 
payaent loaa in an inflationary envirooaent; however, these Instruments 
have not thus far attained an Isftortaot role in the mortgage Market. 

In recent Booths, localised shortages of gaaollne and generally 
uncertain prospects about 'future fuel prices and supplies likely have been 
another factor deterring home purchaoe and prompting a reasaefiament of 
building plans. Still, unit sales of new and existing Elngle-fasilly 
houses have declined only moderately this year froa the record pace of 
197B. Stocks of unsold single-family units, while perhaps leas eoafortable 
than a few Bonths ago whan demand was stronger, do not appear to be a 
significant depressant on new building activity. Dor, in major contrast 
to the last — and severe — housing cycle, la there a substantial overhang 
of Biltlfamlly rental and coDdomiDlv* units for rent or aale> 

Business Investment 

Business fims have continued to pursue generally cautious 
•pending policies, but their investment in inventories and fixed capital 
neverthelea* appears to have expanded slgnlflcaotly In real terms during 
the first half. Despite this further advance In buainesa spending, there 
is little evidence to date of the developsient of broad Imbalsnces between 
BCocfca or productive capacity and final salea that might seriously l^>ede 
the resumption of economic expanaion. 
11 
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The aurge In fiul salas In the last quarter of 1978 draw do«ni 
stocks !□ many line* to tha point where It leeaed quite Itkely that Boaa 
rebound In Inventory inveatnent would occur In aniulng Bontha. Bcwevar, 
the book value of busineaa inventorlee Increased very rapidly In the earl; 
part of 1979, causing sofM concern that the unexpected strength of demand 
at year-end and the acceleration of Inflation Bight have proiqited a apacu- 
latlve hoarding of coniiiiDdltleB~perhapE renlnlscent of 1973-74. These 
concema abated as It becaae clear Chat the acemulatlon of inventories 
vas relatiwly well balanced serosa sectors and across levels of procasslng 
and tiMt Bich of the acceleration In the rise of book values reflected 
oftthti^ -More than Che replaceaent of merchandise bought earlier at lcw«c 
prices with stocks acquired at current. Inflated prices. CNF accounts 
data for Che first quarter in fact indicate that, vhlle there Has ao 
appreciable pickup in real Inventory InveBtaent, the rate of accumlaclan 
rained aodcrate. 

Inventory data for the second quarter are fragmentary' Book- 
value figures ahoMcl exceptionally high ratea of accumulation in April— 
especially at msnufscturlng concerns — but this evidently Has attrlbucabla 
in part to delays in shipments caused by the labor dispute in the tTUcklag 
Industry. Inventory growth, again on a book-value basis, slowed In Hayi 
bowsver, it appaars likely that real Inventory investment for the sacamd 
quarter as a whole was considerably above the pace of the fltat quattar> 

Havertheless , inventories sppaar generally to have tematnmd in 
raaaonably comfortable alignment with sales. Hiare are, of course, 
exceptions, the most notsble being In the motor vehicle sector. With Um 
drop in demand for Islge csrs this spring, desleis* stocks bscams vary 
slxable in relation to the current pace of sales. Stocks of smaller 
12 
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It, have bean vary lean in recent BonthB, and cuataacra 
dealrlng particular aodals and faaturea 8«etl>ea have ancountered long 
dallvaty laga. On balance, the aggregate ratio of real bualoaaB laven- 
toTlea to real salas In. tha f irat quarter waa well In line with ceccnt 
norma, but thara probably ma aooa deterlolatlon In the picture during 
the aecond quarter- 
Business spending for new plant and equlpnenc rose atrongly 
during the firat quarter, providing aubstsntlsl Inpetua to overa 
activity; however, available evidence suggeats that aoae decline occurred 
during the second quarter. The first quarter surge reflected a sharp 
rise In equlpoant purchases. Outlay! for transportation equipment — 
especially slTplanaa and eutooobllas — accounted for a good deal of the 
strength- During the aprlng, outlays for equlfoent apparently retraced 
tbalr e^ller advance, owing In part to delays In shlpaents eauaad by the 
labor disputes In trucking. In contrast, apandlng on nonreaidentlal 
attuctures lagged In the ftrat quarter, aa the sdverse msther conditions 
interfered with building activity, but then snapped hack aaartly In Cba 

Ac important factor bolstering daBsads for fixed capital haa been 
the higher rates of Industrial capacity utilisation that have pravellad 
since the letter part of 197B. Slower growth of Industrial prodacCioo 
has resulted la a alight decline in utilization rates, but the rstes h«ve 
c«s«inad at levels that have been associated in the pest with periods of 
Strang Invastaent dcaand* Dsepite deep cntbacka in auto production, capac- 
ity utilisation in ■anufacturing last aonth averaged about BS paTcant— vnly 
thraa percentage polnta below the peak of 1973 and a fairly high 1*m1 
hlstctieally. Capacity utilisation rates in the Baterlala producing 
U 
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IndiMtries are not, on avaragt, aa cloaa to the 1973 paaka. Hchmvci, 
that period was laaTked by aitraordlnary praasuTea on pEoduetioo facltltiaa 
caused by a mrldwlde boom la demand for baste i iiiMiiiltt tai. and by ooraal 
standardB operating ratea curtently are quite high In aoB* aatatlala 

Gogernnant Spending 

Budgetary policy at both tha federal and aCata and local tavala 
of goveroBeac haa continued to be characterized by [aatralnt In apending. 
Indeed, govetnaent outlays for goods and services declined in taal taraa 
during the first half of 1979. 

Fedacal puTchasea had fallen slightly, after adjuataent for 
Inflation, during 1978, and decline* wre recorded in each of Che flrat 
two quartera of this year. Total federal expenditures — including tranafer 
paynenta as nell aa outlays for gooda and services — have been running 
Just a bit higher In noalaal ceras than had baen anticipated in tha 
•dainlat ration's budget plana. Hoh*t«c, the lopact of inflation on Inrnf > 
haa reaulted In conaldsrably stronger tax leceipts than were projected, ao 
that the budget deficit haa been aubstantlally emallar than expected. 

At the state and local level, waather-ralated curtallaanta of 
conatruction reduced spending In Che first quarter. Homvar, tha 
aubaaqucnt rebound In building activity uaa sluggish and Bay be indicative 
of a tendency to defer further capital expendltnres follovtng a aurge laat 
year. Horsover, statea and localltlea also have been Halting apandtng 
by holding down eaployaant: the niaber of workers on their payroll* la Jwm 
waa about the aaaa aa one year earlier. 
16 
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The grouch of the eeonoay aftsr 1973, eoabloed with tax rat* 
Increases enacted ealltar, had led to the developaaot of aliable aur— 
pluses In the budgets of oiany states. This pattern »aa revetsed In tbc 
past year. Hioecous tax cuts vera passed In 197B, and as « reault par- 
sonsl tax receipts vere 5 percent lower In the first quartet of this year 
than In sane period Isst year — even though the tax base had Increased 
16 percent. With noninal expenditures therefore rising relative to 
recelpta, the operating surplus of state and local goveroBenta fell to 
$3.8 billion, at an annual rste, in the first quarter; it appears that 
the operating budgets may hsve noved into slight deficit in the aecond 

International Trade 

The large decline in the exchange value of the dollar In 1977 
and 1978 haa enhanced foreign demands for U.S. exports. This, along with 
a relative strengthening of economic expanaion abroad, haa brought aboat 
a distinct trsnd of l^rovaaent in the U.S. trade position. The nation's 
nerchsndia* trade deficit — although quite variable from month to Bontb — 
has been considerably amsller this year than on average during 1978. 
Moreover, the current -account balance edgad Into modeat surplus tn tba 
first quarter for the first time since 1976 bb receipts from ovalseaa 
investaants remained strong. 

Total exporta advanced further in real terms during the first 
quarter despite a falloff In ahlpaenta of agricultural products. The 
Impact of the 1977-7B dollar depreciation was also evident in continued 
relatively slow growth of non-oil l^torts. On the other hand, th* vo1in« 
of oil ivorta averaged about 9,3 million barrela par day (IHB/d) dnElng 
1» 
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Che first three months of the year as eonpared to bc average of 8.7 HHB/d 
during 1978. In J^rll and Hay the trade deficit vldeoed as exports 

level while the value of both oil 
'all In the quantity of oil laported 
than offset by price changes 
creases and surcharges. The unit 
:2 percent above Itl level in the fourth 



t about their flrst-quai 
and non-oil Inports advanced, 
to 8.7 HHB/d In April and Hay was 
that began to reflect the OPEC pi 
value of inported oil in Hay was 
qusrter of 1978. 

The impTovenent in the 
year has helped to bolster the pi 
exchange markets. The dollar rot 



average against other major currencies, during 



of 1979— even while the United Sti 
the heavy official intervention 
however, the dollar has come uadei 
support, it baa lost much 
money market conditions abroad hai 
but is not likely in Itself 



S. trade and current accounta this 
rate denand for dollars In foreign 
almost 5 percent, on • trade-weighted 
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owoths 



:es and other governmeata unHound 
late last year. Over the past Bonthi 
downward pressure; despite official 
earlier gain. A relative firming of 
been a factor In this recent wmmkneas, 
explanation. Foreign exchange market 
participants seem to hsve been questioning whether the United State* 
will be able to deal succeasfully with Its Inflation problem, particularly 
In light of the recent oil price Jolt. 
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SECTIOH 2. EHPLOYMEHT AMD UNEMPLQYMEWT 

AlBost four yean of except tonally rapid gcorth In eaplayBBiit 
had, by the end of 197S, given rise to coaalderable tautnesa In labor 
■arkeca. Although bualneasea reportedly ware encountering lacTeaalag 
difficulty In finding HorkerB vlth the dealred exparlenca and akllla at 
prevailing mge rates, the overall unenploynent rate, at Juat under 6 
percent, ma well above past cyclical lowa> Thla •••mlng paradox 
reflecta In part longer-run chaogea in the coopoaltlon of the labor 
force and In the output Bin of tb« econoay; In addition, the Increased 
availability of unenployaent coDpenaatlan and other Incoae BBlntenance 
prograaa aay have altered the Ineentlvea to aeek or accept eoployaent. 

Deapite a leveling off in production during the flrat quarter 
of the year, nonthly Inereaaea In payroll aaployaent averaged .330,000 — 
well above the 280,000 per nontb average gain during 1978. Calna In ttM 
manufacturing Induatry were quite large, and the average factory workiMek 
renalned at a high 40-3/4 boura. Soae easing In labor deaande baa beco«* 
perceptible since March, however, mth eaployaent galna averaging ooly 
ona-thitd of thalr flrat quarter pace. Hanufacturara have bean raduclng 
eaployaent levala by about 33,000 pet oonth— with the auto induatry aceooat- 
Ing for the bulk at the dccline*-«nd the average workweek h«a droppad 
to about 40 hours due to a cutback in overtiae. Cutaide of manufacturing, 
hiring baa continued In recent aontha, albeit at a reduced pace. Still, 
the uneaplojnent rate bas changed little since year-end, and such Indi- 
cators aa the average duration of unsaployasnt and labor turnover rates 
have renalned at levels typical of fairly tight labor aarkats. 
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SECTIOH 3: WAGES, PRODUCTIVITY. AND PRICES 



The pace of Inflation h«a accelerstad Barkedl; thU yaar. Th* 
CoMumet Price Index rose tt an annual rate of 13-1/2 pelcent tturou^ Mar 
coBpated vlth the 9 percent Increaae owar the couraa of 1978. Ukar* h«» 
been a comparable scepup In cbe advance of priest at Cha producer l«v«l. 
Although the relatively high level ot taaource uCiliaatlon hat baan « 
factor sustaining the momentun of Inflation, supply devalopoant* apaclflc 
to the food and energy aectori have accounted tor Mich of the accaiaration 
this year In Inflation- 
Food prices played a aubatantial role in the Incrette In Inflation 
that occurred last year, and agricultural aupply davelopatnta bava contlnuad 
to be unfavorable. In particular, beet production haa raaainad od • down- 
trend, leading to sharp increases In neat pricee. In addition, to riaing 
farm prices, the rapid Inereaac In costs of nonfsm inputs Involved tn prir- 
ceasing and narketing has contributed C« the acceleration of food price 
inflation. The further rise of the federal minima wage, for enable, 
was an io^rtant Ingredient in the faster increaee of pricea for eaatauraat 
■eels in the first half. 

Energy prices have rissn dranatically this yaac. bontou* 
Increases tn the prices charged by the OPEC cartel, occurring acninat a 
backdrop of aigniflcant worldwide preaenrea of deaand on available ai^ply, 
contributed to a 37 percent annual rate of increaee In the energy coafioneat 
of the Conaiaet Price Index during the first five aonthe of 1979. Iba rlM 
in pecroleia fuel end feedstock prices has In addition incanslftad coat 
pressures across a broad range of U.S. Induatrtes. 
24 
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Th( accalatatloa In tha rtaa of otbtr pricaa haa baao laaa 
■crlktni than that for food and anargy, but It haa bean appraclabla. 
EKcluatve of food and anerty ItaM, the ConauBet Frlca Index roee At an 
annual race of 10 percent thToujh Kay, 1-1/2 pareantaga polnta faater 
than tha averaga pace throughout 1978> Preaaurea placed on pclcea of 
final producta by riatng Datarlala coata have played aoaa role in the 
broad pickup In Inflation. Frlcea of nonfertbui aetale and of other 
actively traded nonfood coowdltlea toaa aharply early In the year iihaii 
the yeai-end atrangth of Che econony apparently led to eon* upvard revlBlon 
In expectaciona of fucure production levala and faara of cooaaquanc coBBadlty 
Hhortagea. In aubaaquanC nontha, however, price* of Beny baalc nonanargy 
conaodldea veakened aa the alackeniog of econoalc activity bacana evident. 

In eddtCton to ■ateriala pricaa, labor coata have been a aource 
of pressure on prices Chle year. The rise in wage raCaa generally doaa 
not appear Co have accelerated, and aurveys conducted by the Council on 
Wage and Price Stability Indicate broad coopllanca with lea Haga scandard, 
especially onong large flras. Uovavar, coCal labor coata were booeted 
by enlarged aoployer concrlbuclon* for social security end unenployBent 
insurance, and coiv*n**cioD per hour (Including private fringe benafita) 
In Che DontarB buslnais sector rose at a lO-I/A percent annual raCe In 
Che first quarter of the year. Haamhlle, output per hour droppad 
aarkedly in the first quarter, so Chac the unit labor coeca of oonfaza 
buelnesees Increaaad at an oDimal rate of aore then IS percent. Labor 
productivity apparently declined again In the aaeend quertar, and irtilla 
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rlBe In unit Isbor coats likely was not quit* so rapid as In th* 
[ three nontha of the year, It probably uaa fast enou^ to ralsa 

Eirst-faalf advance to a rate exceeded only tn 1974. 



I, Google 



aECTIOM »! PIMMCm DEVELOPMEIfrS 

GrtMth of tha ■onttary aggregates was cons Ida tably slower 
during the first half of 1979 than In 1978. At Bldyaar. all of the 
■Bjor aoDetsr; asaauras — H-1, H-2, sad H-3 — wste within the expectad 
ranges of expaDsloD reported Iqr tha Federal Ressrvs to the Congress in 
FebmarjF. Co^Mrclsl bank credit at midyear stood slightly above the 
path iBpllcd by its projected growth range, but the pace of overall CTsdit 
expansion in the econdsy had Boderated appreciably- Although businesses 
stepped up their borrowins soaswhat during the first half of the year, 
there were nore than offsetting dsclioss In barrowtog by other nonflnanclal 

Interest Katea 

The general level of interest rates on market sscuTttlcs has 
changed relattvalj llttls since the beginning of the year after rising 
markedly during 1978. The federal funds rate—estsbliabed In trading of 
iBBcdlstely availabla funds on an overnight basis — teaalned around 10 
percent until late April when it edged upward about one-quarter percentage 
point a* the Federal laasrve moved to restrict bank reserve availability 
somewhat fultbel in light of a surge in the monetary aggregates. Despite 
the small increase la the federel funds rateY other short-term market 
rates genstslly have dscllDsd somewhat on balance since December. This 
apparently is primarily a roflectlon of changing expectations about future 
Interest rate movements aa sconomic activity gave evidence of weakanlog. 

In long-term securities markets, bond ylelda reached new cyclical 
highs during the first half, but retraced sich of their edvancs in the latter 
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part of (lie Hprlng as BaD; InveHtora In i ■■ ecuTlnced thac tba peak In 
mttatj oaTkeC racea bad bccD leacbcd* Mortgage InLercat ratea have conClnoed 
to rl*«i hoBever, reaching record levels and proapclng llberallEatlan of 
uaury ceilings in Ban^ states la order to sustain leading actlTlty. 

Honetary Aggregates 

After expanding rapidly earlier la 1978, H-1 — deaand deposits 
and currency — leveled off in the fourth quarter and cmtlnued vlrtuslly 
flat through the first quarter of this year. Growth In this aonetary 
aggregate resiaed In the spring, but th« else over the flrat half of 1979 
Has at only ■ 2>7 percent annual rate — considerably slower than the 
7.9 percent and 7.2 percent Increaaea registered in 1977 and 1978, 
respectively. With noal&al CKP Increaalog at about a 9 pcrcaat rata tbos 
far this year, the very ■oderate expaosloo of H-1 represents a auhatantial 
ahortfall froa what Bi^t have been expected on the baala of historical 
relatiooa aaong aoney, SUT, and interest rates. 

As Has noted In the Board's February report to the Congress, 
soae ueakaeas In tbe public's deaand for H-1 was anticipated becaiae of 
the introdoctlon last Novesfeer of autoaatic transfer service* <ATS) nation- . 
wide and of KM accoimts In Hew York State. The Board ataff had projected 
that transfers fm deaand daposlts to savings accMintB asaoclated with 
theae lanovatlons ai^t reduce H-1 growth by roughly 3 percentage pvlnts 
over the year ending in the fourth quarter of 1979. Ibe l^act of aoch 
transfer* on H-1 growth oas about that Hich early in the year, but It 
apparently baa dropped off la recent aonths. Over the past two qoartsTa 
It appeala that the lapact of ATS and MUM on H-1 growth haa been about 
2-1/4 percent, at an aanoal rata. 
31 
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Even after taking account of ATS/HOW affact*, the denand foe 
H-I was uDuaually weak io the paat half year, eapecially In the flrat 
quartat. It appaats that, again aa auggeaced In the February report, 
the high laval of lotaratt rates reached in late 197S proapted greater 
than noraal eftorta to economlie on non-intereBt-earnlng cash balaacea* 
Individuals evidently have shifted demand balancaa Into a variety of 
Intetest-besring assets, Including sbi 
Treasury securities, and shares In bod 
growth of the nancy market funds this 
over the paat lix aonths, the total as 
less than $11 billion to alaoat $26 bi 
Inperfect eubatitut* for -checking accounts foi 
they have provided aany Individuals vlth a high-yielding liquid aaaet 
that aay be purchased in saall dcnoel nation a. 

The relatively high level of interest rates this year has also 
had an appreciable iq>act on the Interest -bearing conponent of H-2 — that 
la, comaerclal bank tiMt and savings deposits other than large CDa. 
Deposits subject to fixed Interest rate ceilings have been weak since 
last fall. InflowB to ali-nonth money Market certificates (HMCs) provided 
an offset to this weakness in the fall and ulnter> Ulth a change In 
regulations In mld-Karch that eliminated the one-quarter percentage point 
dlffercDtial between KHC celllnga at thrift institutions aod conmcrclal 
banks when the six-sonth Treasury bill rate excecda 9 percent, (MC growth 
at banks accelerated and provided the Inpetua for a pickup la the expan- 
sion of the tlae and savings deposit conpoocnt of H~2> Over the first 
half as a whole, this coaponent expanded at a 7 percent annual rate 
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and brought H-2 growth cq a 5.2 percent rate, aubataatlally balow tb« 
8.4 percent average rate of I97B. 

Growth of H-3 also has noderated In recent quarters, aTSTasIng 
6-1/4 percent, at an annual rate, during the flrat half. This deceler- 
ation was partly a reflection of the slower growth of the oartowar Bone- 
tary aggregatea, but reduced depoalt Inflows at nonbank thrift Institutions 
also played a role. The slowing In thrift deposit growth waa eapacl^Uy 
noticeable after ald-Harch when a share of the )MC oarket was lost to 
comiierclal banks, but inflows In the second quarter still exceeded the 
very low ratea of paet perlode whan high oarket interest ratee caused 
serious dialncennedlBClon. Savings and loan sssoclattaos Bade Incrcaawl 
use of largf denomination tine dapaslta, which are nut subject to r«gu~ 
Istocy rate cetlinga, to offset aoBs of the Hcakneaa in other aceovnts. 

Credit Flows 

Net funds ralaad in credit narketB by nonfinancial aeccora of 
the econony during the flrat half totaled about $355 billion, at an aimaal 
rate, according to preliainary astiaatea. Ihia is well below the f393 
billion figure for 1978 and reflects the coabinad Insets of aonetary 
testralnt and s nuaber of other factors. 

One of cheae other factora waa the dialnistwd aiie of the 
federal budget deficit. With a very latgs year-and 197S cash balance 
further reducing the Treasury's needa for new aoney during the first half, 
federal goverrasnt borrcwlng fell off shatply froa the 1978 pace. In 
contrast with the pattern In late 1978, when they effectively finanead the 
Treaaury's deficit with the proceeds of dollar-support operations, fosalgn 
central banks sold a large voliae of Treasury aecurltla* In the flrat 
S4 
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half, k part of the iliable private capital Inflow to the United Stataa 
during the flrat half waa chaanelad through the Eutodollat aarket to the 
U.S. banking ayitem, which acquired a aubatantlal value of tcaaaury 
aecuTltlaa. Houiaholda were taportant buyers of Treaaury aecuriclea, aa 
they reapondad to the enlarged gap betueen rates on such Insttuaenta 
and thoae available on deposits subject to regulatory ceilings. 

State and local govemaenta have borrowed at a reduced pace In 
1979. llilB decline reflects the abaance of advance refundlnga since 
last August when more restrictive regulations were promulgated by 
Internal Revenue Service. Tax-exeapt bond iasuance for new capital in 
flnt half HBs maintained at about the 197B level, owing largely to a 
sharp Increaae In aalea of revenue bonds for mortgage financing purpovcaj 
the pace of such housing-related financing slowed markedly in the aacond 
quarter, hovever, aa a consequence of congtesaional proposals Co curtail 



the use of tax-e^teopt bonda to fund li 
Casualty Insurance coopanles and conot 
of tax-exeapt bonds aold this year. 

Household borrowing In the < 
credit owrkets has leveled off this year< 
coosuaer loans have rlaen during the psi 
of Inatalloent debt appeara to be prlmai 
tending to reduce conaiawr apending. 11 
the other hand, does appear aore direct! 
rates and the tightening of mortgage en 

On the demand side, houaeboid* have dafarrad taoaa pulcbasa «] 
scaled down expenditure or borrowing plana in light of the higher coat 
of mortgage credit. Do Che aupply aide, even where usury cetllDga ban 



ate Blngle-faally aortgagaa. 
Lai banks have abaorbad the bulk 

iimar Installment and Boccgage 
Although lateresc rata* on 
year, the moderation in growth 
ly a consequence of other factors 
flattening In mortgage flowa, on 
a consequence of rising Intareat 
It aupplles. 
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not been a cooaCnlat, depoaturr laatLlti^laaB k«« fiomatf Bacc t it l a ■ 
loaa cCHHiCBEOt policies bcc«is« of coocavB ■lu a t ^ « BB t or prnsrectli* 
llqMldlCT pressBiH. BirLft Isatltntloac k>iv refcert thdz aBncac* 
Icodlac caoalderablj tMs Tcu- as tbelr depoait Oobb have <lalalih<ii. 
altbooch the anrcgate llqaldltr ratia of aariat^ aa4 laaa a— nclatlo— 
hu rf laid nail abnc tlw rcsulacory ruilriMT. that ll#ri<lty 

hare capaadnf t!ic:i cealdeatlal ■artsaca portfnUaa at a aliiaai pace 
thla jrat, tel tbete lii*e beeo partial offacca t» rilirii iipaallaij 
InatltBCloa lasdliis in tlv fora of cndlt floaa fi^ aCata arf lacal 
SoianaaaLa, Ufa lacnraacc rn^iilfi. aad fadrfally BpaMata4 aceaciea. 
Is tbe BoofiaaKdal i—t— — accEoT, tka sEoartk of o^daiTa for 
i find coital haa ovtatrippcd that of latciiBBlJji jiaaialii 



•fearc of tbe ccedlt flow to !■■ I la ■ n ■ kaa beea ii i ii^liJ for It i ii^aiii 111 
b>Aa, aa aaaj blggei flna hara picferre4 — at eart^t tatacaat catca — 
sbffrt- ot latif dl»t«-ter» baak loaaa Co loac-tcfa kaid taaaaa alck Icagtkj 
call protcctloB. Cc^Berclal sDTtta«c floaa kave rcaalaa4 laisa hi—M i . 
la rcflcctloe of tbe ■imn.lli la iniaii ililiailal coaatriKtlaM actlalty. LU« 
loaaraacc coapaalaa ha*e pnrtded a laxxa ponloa aX theae anrT|.atii loaaa 
aa4, wltk peaaloe fsada, afcaortad the balk of a redact volaaa of fe^^ laaaM- 

boalaeaaca la the first half, ami flaaace co^taar bailatu loaaa coaU^aed 
to SToa rapldlj with aach of the credit belnc extcaded to ^rt^aoUlc fcilin 
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ForelgiKT*, ate kmd borrarad la V.S. credit Baikeca sliea the 
dollar «u «eak la 1978, apprwirly dU not expand their deht dnrlnc 
th* first telf of 1979. Ihia chwse ns • •IcDifluat el^eat in tlw 
overall drcllae la f^da raised bj ooafinaoclal •ectora. 

Fiaaaclal acctora lacreaaed their borrmlas la credit aaiketa 
durlDC the fliac half. Cnwr raa« a t-afenaoreJ credit aceacles atcppad ap 
■ecsrit)' laanaacc to flaaacc aaaiauac* to the resldaatial ao[t«ags aarfcat. 
Co^Krclal haatiat flraa aad flsaacc ca^anlea aald ■nbauotlsl voliBt* of 
co^aercial pa]ier aad of boada. liicl«ui<na a aiabcr of floaclax rate taaoca 
that offarcrf lavcatora a hedse acalast fatocc intereat rate flnctnatlaDa. 
Savlnga aad laac aaaorlatlana. after receldaf approval froa tbe Federal 
Boa* Loaa Baafc bard, laaoed cc^Krcial paper for tlK flrat tiae; coBrd 
■Idjaar there Mere alao a aiahcr of aorttagc-backad hood lasDea b? SUa. 
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"the objectives and plsDS of the Board of Covemora and tha 
Federal Open Market Co^ttaa with rtapact to the range* of 
grovth or dtminutlon of the aonetary and credit aggragacea 
for the calendar year during vhlch the report la tranaaltted, 
taking account of past and prospective developaeota In eaploy- 
nent, uneaploynent, production, InvestBeot, real InecMe, pro- 
ductivity. International trade and payaeots, and prices" 



Section 108(a) Full Baployaent t 
Balanced Growth Act of 197B 



I, Google 



SKCTIOH 1. OUTLOOK F(» MOKETART GEOBTH 

In February the Federal Baeerve reported to the Congreaa on the 
growth In the nonetary aggregates that It expected muld occur during the 
current calender yaal> E^rcaaed aa rangeB, end oeaaured from the fourth 
quarter of 1978 to the fourth quarter of 1979, tha Increaaas Indicated uerei 
for M~l, 1-1/2 to A-1/2 percent; for H-2, 5 to B percenti for H-3, 6 to 9 
percent. The range for M-1 reflected an expeetaCtoo Chat shlfta of funda 
froD demand depoaita to nawly authorleed ATS and HOW accounts would reduce 
H-l growth by about 3 percentage points. In addition, bank cradlt vaa 
projected to expand by between 7-1/2 and 10-1/2 percent. 

At Its Boat recent aeetlng, the Federal Open Hsrket Conolttee 
raaseeaaed the ranges for Bonetary axpanalon In 1979 and foraulated pre- 
liminary Bonetary rangea for 1980. With respect to 1979, the Comlttee 
decided that It hbb appropriate to retain the previously establlahed 
rangea for the aggregatea. In reaching thia declalon, particular attention 
was focused on the uncertainties surrounding the behavior of H-l. As 
ma noted In the preceding chapter, the eatlnated Inpact of AIS and HOW 
accounts on H-l expanalon hae been aoaewhat aaaller to date Chan had 
been expected when the range was tnltlnlly adopted. However, the future 
excsnc of ehlfcs co Chcee accounca cannot be predicted wlch precision, 
especially In light of the ^rll court declalon barring ATS and certain 
other paynenca services as of January 1, 1980. Thua, while the Connlttea 
retained Ita original range for H-l, It e^iected grouth to vary In relation 
to the range to the e^ttent that the actual ATS/HOW Inpact devlatea from 
tha 3 percentage point figure projected earlier. 
41 
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Even greater uncertainties faced th* Comlttca in 
tlon of monetary groNth ranges foe 19B0. Apart froB the question of 
possible Judicial or legislative action that alght affect the aenu of 
transactlona accounts avaflable to the public, the economic clrcuastances 
and financial Tequtrements of a period extending 18 Bonths Into the future 
obviously cannot be foreseen with Bich confidence. Ihe Cooactee tenta- 



tively decided that the ranges for 1980 should be the 
1979, vlth the understanding that adjustnents might be nccsi 
response to legal or legislative developments affecting H-1 
generally, in light of eserglng econoodc condltioni 
wan recognized that the current re-examlnatlon of the deflnJ 
monetary aggregates, which Is being undertaken In light of 
Institutional changes that have occurred In the payments ayi 
In the near future lead to a new and liqiroved set of 

The ranges for the broader monetary aggregates, H-2 aod H-3, 
allow for continued moderate growth of the interest -bearing 
of thoae aggregates. In past patloda of high aarke 
Inflows of deposits subject to regulatory interest 



those for 



it 



em. might 



markedly. Investors "dislnterBediated," shifting their funds froB banks 
and thrift Institutions into higher yielding market securities. In the 
past year, however, inflows to such accounts — though so 
1975~77 — have been fsirly wsll maintained. The sli-month money market 
certificate, with a rate linked to Treasury bill yields, has per- 
mitted the depositary Inatltutiona to co^wte successfully for aavinga 
against money market mutual funds and other Instruments. 

The growth ranges for the broader monetary aggregates i^ly 
that the depositary institution* will experience adequate Inflows of 
42 
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!■■<■>! I fHariB owr tte umIbjii of 1979 SMl la 1980. IW fiiijiilli— 
fac kaak cccdit: icflccC mh i hii i rirtiin ttel loaa dcaaads at e^i^ETclal 

la raiUcalar, ■fcnilJ dlaiaiak, with tbe carpoiacc flnaadac tap Llba^ 
■ ■I 1 11 lag amd Clraa pmbahl; dealrlnx ta fioid ■hort-teia ^ebu ta Iii^i 
tara cr*41t aaikcca. 

TW mraBtMtj raaca utabliabed br tiK FOC an coaalaUBC 
alth a potlQ of II ■ ihal ndactloa la rato of laciaaac of eke — — *"T 
aaaxgaa taa la ordar to cmii taflacioa. Aa ahaaa la die cbarca oa cha 
falloalaB ft«, groatb la tW atgretatcs aloiad la 1978, ^id ■ fankac 
dacalaraUoa ■>o«H occar tUa Jtar. A farUicT deceleratloa la »-I 
ia Ilkaly Co deialap evea la cha iliii m i of aaf Bklfclas of fm^ fliM 



afcfttJ for 1980 BDaU pavit coaclaoad sloalBS la BDaacarr rtpmrnioB. 
B u a a i ai. , thara la eoasUeraUc varlabllItT over tlaa fa the b^avloi 
of the — ttarr a gg r eaatea . owlas la pait to "-——'-' l^nel Tiiaa ami 
ctai^a ia the pmHi L '■ aaaat picfereacca. Slacc •atfafactacy aoiM^ 
rvrfaaaaee flee the haaie obJectl*e of the Fedenl Icacn*. ^aKa 
f«ll^. fii^ tlaa to tiae, ^ij hnc to peralt ^amth ratea la the ao^ 
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GROWTH RANGES AND ACTUAL M-1 
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OROWTH RANGES AND ACTUAL H-l 
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8ECTI0H 2. OOTLOOl: FM Ttt ECOBOWT 

As noted In tha Intraductlon, the econov fecei a difficult 
■dJuaCacnt to thla yaar'a oil price Increaaaa, which aia aggTavatlng 
Inflationary pceaautc* and intenaifying fotcea likely to depreaa 
aggregate de>and> It now appears that econoalc activity Bay twll 
decline imcwhat over the nest feu quartera, before turning upward 
in 1980. 

In the near tara, real dlapoiable incoaa is liksly to show no 
■ore than Bodeat galna, and consuaeTS probably vill spend cautiously. 
Business spending may decline In real teras, reflecting tba correction 
of Inventory Inbalancaa — particularly Id the auto Industry—and a mild 
ratrsnchaant In flzad Investiient Dccaaloned by the alugglibneaa of 
CODBiBar denand' Housing construction activity can be expected to 
decline aooewhat further this year tn reaponie to the recent tightening 
of credit condtttons and to the veakness tn Inconc flow*. Export doaand 
ahould, however, tend to support activity. 

During this period, industrial production and eBployaent are 
likely to edge downuard. The resulting saaing of daaands on productive 
resources ahould help to contain inflation. Preaaurea on credit marketa 
■ay abate and lay tha groundvork for an upturn in hoacbutldlng during 
19S0. 

Moderate growth In real GN? should resume next yaar as the 
initial effects of the oil shock abate and conaioMri begin to expand 
their spending. Hie coapletlon of the Inventory correction ahould 
lead to a rcsuoptlon in the grcwth of orders and production. Enploy- 
aent growth would pick up in thla •nvtronBtnc , but it aaena probable 
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that the pace of hiring will not be itrong enough to cut Into unaaploTBent. 
Inflation should edge loiter, though progresa aay be quits gradual owing 
to the itrong upward ■oacatua of unit labor coat*, the continuing rela- 
tively tight aupplles of aoae agricultural coiBodltle*, and the further 
adjustnent of the ayatea to higher energy coata. 

The econoalc outlook currently la obacured by eiceptlonal 
uncertslotlca, and the ranga of poailbla ouCcoaca appear* quite ulda. 
However, in order to laprove undaratandlng of the nonetary objectlvea, 
an economic projection repreaenting the conienaua of the Board weBber* 
at this tine ha« been suBBarlied In tba tabl* balow and in a aerlea 
of charts on tha next several pages* 

Actual Projsetlens 



HoBlnal GHF 



Implicit pries deflator 



Uiisq>lo7aant rate 5.8 6-1/t to 7 6-3/4 to S-1/4 
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"the lelationshlp of the [Federal Reserve's] objectives 
•nd plans to tbe short-terp goals set forth In the nost 
recent Econoaic Report of the President" 



Section lOe(a) full Eaployaent 
Balanced Growth Act of 1978 
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8ICII0M 1; THE AIMIIIISTKATIOH'S SBMT-mM CQUJ 

Tha adBlntstratlon hai cacantl; anoouncad Ita foracaat^' of 
kay ecoDoBlc varlablas In aiaaclatloo wtch tha Bidyvar budget updata. 
Thla foiecait, which aaaiaca no saJoT ■■■■ (lacal tnlctatlvaa, contalna 
■<ne algnlflcant changaa froa tha flguraa contalnad in tha Jaouarj 
Econoale R aport of tha Praaldant . In particular, raal acoooalc growth 
through 1980 haa baen raduced and Inflation haa baen rala«d> 

The AdainlatratloD'a Foracaat 



Chaoga froB fourth quartar 
to fourth quartar, parcant 
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2.0 



Inpllctt prlca da f la tor 



I, Google 



The aaaetaiy rsogas set by the Faderal Reserve sbould be adequate 
to finance the aaount of spending In current dollars projected by the 
adBlnlsCratton. HoHever, the aitalnlstratlon's forecast does see* to 

1 soaewfaat oore favorable conbloatlon of real output and inflation 

auggested by the Board's cooseasus projection. The actual price- 
output bIi will be deterolned prlnarlly by supply conditions and hj other 
or behavioral chstactetlstlcs of the ecoooay* These relation- 
ships are not known with certainty, of course, and thus aany different 
price-output coablnations mst be viewed as possible for given rates of 
Booetary grcwtta. 

Monetary growth rates are much more closely related in tbe 
short run to noalnal GRP than they are to the division of noBinsl CUP 
between output and prices. The tradeoff between output and price night 
be improved, however, through the use of other policy tools. Covem- 
aental action to eliainate regulatory or aarket lapedlaents to price 
coapetitton could b« helpful in tempering inflationary pressures. So, 
too, could a continDtng program of voluntary wage-price guideline*, 
which may help In restraining the anticipatory actions that have made 
the wage-price spiral so intractable. The nation's ability to avoid an 
escalation of inflation over the next year or so—without aerloua recession — 
will depend In considerable degree on whether a means is found to overcome 
the tendency for workers and businesses to seek higher wagea and prices in 
an effort to offset the effects of the income transfer associated with 
tbe rise io oil prices. Over the longer run, the ability of tbe nation 
to achieve sustained growth of real income will depend iaportaatly on 
whether it can solve its enersy problem. 

66 
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Tho Chairman. Thank you, Mr. Miller. 

We will now inquire, under the rule. You have sftid before this onn- 
mittee many times — and I take it you would say again — that in the 
event tliat action is necessary- to shorten and gentle whatever reces^oi 
we may be getting into, that the way you prefer doing that is by not 
using tlie fiscal approach, that is to say, large tax cuts or large Increased 
budpetary expenditures which add to demand, but instead to provide 
whatever ease is needed by modest nionetarj' ease, because tJiat is what 
makes investment possible and investment produces greater productiv- 
ity and greater prwiuctivity fights inflation. 

As a general principle, and not in the context of todav's events neces- 
sarily, but as a general principle, do you still. I hope, cold that view! 
And if Con^rrcss will help you set the stage by not being panicked into 
precipitating tax cuts or expenditure increases, will you find it eadei 
to carry out t hat scenario than you would otherwise ( 

Mr. !\[iij.F.R. Mr. Chaiminn. as a matter of policy preference, I would 
reiterate my feeling that the mix of policies for business cycles would 
bo l)etter achieved by use of flexible m<metary policy and more stable 
and disciplined fiscal [wlicy. 

We must, as you point out. measure tliat preference in policy to the 
partionlnr circumstances at any moment. One of the particular reascxLS 
that I favor that policy is that, looking at the past, our responses to 
busineiis downlum» qmte often has been to add on another layer of 
KodernI Government spending. This is very hard to unwind when the 
roonomy turns in another direction, so that you are caught witB a con- 
stant tuitlding up of layer u|K)n laver. just as the paint on a ^p's hall 
keeps gi'lting layered until the paint pets so heavy that the ship sinks. 
This is what we need to avoid. 

The otlipr ns[>ect of fisonl iwtlicy — the taxing side— of coorae, is lees 
subjwt (o thnt criticism. Kvaii* in an inflationary environment 
incomes move up into higher tax brackets and there is a natural Gain- 
ing that occurs from fiscal ixilicy e^en without action. So, from time 
to time, it is appropriate to begin to adjust appropriate tax factors. 

Hu( 1 wnnt to ivitcralc that my preference would be to use the more 
flexilile monclnry policy to !iccon\mo(l«te business cycles and to adjust 
the diivt'don of the ortmomy. giving due recognition not only to the 
condit ion of t he douicsl ic tHi^nonw and the position and pasture of fiscal 
|to)icy. Imt nimi (otlio wny in which foreign exchange markets and the 
value of llip dollnr impact uixui our domestic economy and contribute 
tonuriufiaHon piiiblems. 

So, 1 lielicvc wc lire stili of one mind in this. Our skills in implemen- 
tntinti will IxMoKied in c<miing months. I would like to reem|4ui8ize your 
view, which IS thai i( is iiii]Hirtant that we continue to base our deci- 
sions, ill tlie ('ongi>vi.<.the Federal Reserve, and the administratiaai, OD 
facts and ivrtlities, iintl that we not take precipitous, premature actiaos 
fllHvnt Mippiwodciwuvnisthat hax^onot yet appeared, 

Tlie Cii \tHM A\. Tliank you. 

Kow, Imlh 1. in mv (iue*!tion. and you in your answer, have made 
refoi-emv to inteinational matters, aiid. of course, anything we say 
almiit anything alwa,\-s ought to haw that footnote and caveat in it 
T noli.'c that as of now. for iniaance, the T'.S. dollar in international 
exchange markets is down ]S> ivrceni against the Britisii pound, 1 
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percent against the Swiss franc, and so on. And the market, as some- 
body once observed, will continue to fluctuate. 

Having said that, however, I would ask you one other question, and 
that will oe perhaps my last question, and it is this : It is sometimes said 
that in our domestic monetary policy we should be governed by the 
interest rate structure in this country and in other countries. It is said, 
for instance, that if we, to combat a recession, other things being equal, 
have a monetary policy which modestly lowers interest rat^, that 
American money will then fly over to London, Frankfurt, or wherever 
it is ^ing, and our international capital accounts and our exchange 
position of the dollar will be hurt, 

I would ask you whether one doesn't need to be very careful in 
handling that thesis, whether it isn't true that, in fact, there are many 
things other than interest rate differentials which cause capital to move 
about, and whether it isnt true that in the recent past, in the last couple 
of years, in the face of quite disparate interest rate structures, short- 
term capital has not inevitably moved in a rush toward the higher in- 
terest rate; and ask you further whether wouldn't adherence to the 
policy of always adjusting our own interest rate structure to what 
other central banks may do, may not in the end do more inflationary 
and imbalance-of-payments harm than good ? 

Thus, in the instance, if we sought to keep here or to lure here capi- 
tal from Xx)ndon, Frankfurt, Tokyo, or Basel by raising American 
interest rates, might we not end up gaining a few bucks on short-term, 
bank deposits and Treasury bill purchases, but lose much more by 
creating a deep recession which would cause stock prices to fall and 
foreigners to dumn their equities in Wall Street ? 

In short, aren't there so many imponderables that a steady-as- 
yon-go, sensible domestic monetary policy, while always one wants to 
take the international situation into account, is really a pretty good 
pole star by which to guide ? 

Mr. MiLunt. Mr. Chairman, in the regime of floating exchange rates, 
it seems to me that the currency valuations are affected in the classic 
way : currencies go up when there are more buyers than sellers, and 
thev go down when there are more sellers than buyers. 

Thereifore, it seems to me that one must look at why people buy or 
sell currencies. Is it to close a transaction 1 Is it to take a position ? 

To the extent that we have had some erratic markets, it has been 
more position-taking than covering transactions. In that regard, I 
think you are correct that interest rates are only one of a series of 
complex factors. We have had periods when interest rate differentials 
were narrow and the dollar was strtmg; and we have had periods 
wheat it was wider and the dollar was weak. You have to look at other 
ctmditiMis at the same time you look at relative interest rates. It is 
necessary to look at relative inflation rates. 

It is also important to look at the direction of change. Are the trade 
acconnts going into balance, or is there a greater surplus or a greater 
deficit? Our current account deficit, for oxamnle, htm been quite large 
in recent years — last year, about S14 billion. The direction of chan^ 
in our current account deficit will brine us to about half that level this 
year and into surplus next vear. So, that change is positive. 

All of these factors, I think, have to be taken into account. I believe 
it would be a little unwise not to look at the interest rate matters as 
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they relate to the other factors, and particularly to the direction of 
change and the expectations of those who deal in currencies. Hen 
again, their expectati(Mi as to our action in dealing with our domesdc 
economy will be an important factor. If we can do a good job with 
our domestic economy in wringing out inflation, the aollar will be 
supported. 

The Chairman. Thank you very much. My time is up. 

Mr. Stanton? 

Mr. Stanton. Thank you very much, Mr. Chairman. 

Mr. Miller, I don't know whether or not — maybe I misinterpreted— 
I don't know if they were your prepared remarks, or your opening 
colloquy in regards to the subject of the rate of inflation and yonr 
prediction, but what I thought I heard you say is it was your best 
estimate that the rate of inflation would rise at 2 percent this year 
and an additional 1 percent next year. 

Would you interpret that ? I thought we were at 13 1 

Mr. Miller. Thank you for catching that, Mr. Stanttai. What I 
hoped I said was that the oil price shock this year will increase infla- 
tion 2 percent more than it would otherwise have been. 

If we end up this year with a 10- or 11-percent inflation rate. 
that will be 2 percent higher than what it would have been had we 
not had this special effect of increased oil prices. 

Recall that when I testified in February, the outlook for the year 
was roughly a 10-percent increase in world oil prices for the year. 

Now we're talking about a 60-percent increase. It will be scaled in, 
so that you are talking about a 30- or 40-percent change. This is much, 
much Higher than what we projected before the recent OPEC acti<m 
and before the general shortages that developed. 

I was merely pointing out the delta effect. If we had gone on what 
we expected in oil pricing last February, we would have X percent 
inflation. From what has actually happened, we will have 2 percent 
more than X this year from the increases. 

Mr. Stanton, t just wanted to be sure on that, 

Mr. Miller. As a matter of fact, while we are doing it, I can just 
repeat for the record that the estimate of the Federal Beaerve Boud 
of Governors is that, using the implicit price inflator, inflation will 
be between 91^ and 11 percent this year. 

If you subtract the 2 percentage pointe, then you could say that, 
without this oil price shock, inflation would have been between 7% 
and 9 percent. 

Mr. Stanton. I think it is at an annual rate now of about 13 percoit. 

Mr. Miller. That is the CPI. The implicit deflator tells what is 
actually going on in the whole economy, not just the consumer sector. 
And, that rate you mention represents the CPI rate of annual change 
in the flrst 4 months, or 5 months. 

We are expecting some moderation in factors such as food. And we 
are expecting the negative impact of energy. All of this balances ont 
to a much higher rate than we would have expected. 

Mr. Stanton. Do you see anv inflationary impact on the Premdent's 
propsals on energy? I was reading last night of an e^imate cost of $lti 
billion. Do you expect that the President's program would require in 
any way special treatment! 
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Mr. MiLLBH. Mr. Stanton, we don't have the details of how this will 
be handled, but one would suppose from the President's proposal that 
usinj^ the excess profits tax funds to pay for the energy development 
activities will not add a level of inflationary spending, out wiU mean a 
reallocating of resources. That means other sectors in the economy 
will have to grow less in order to provide the funds to finance enei^ 
projects. 

If you took the $140 plus billion over 10 years, and assumed that it 
was spread evenly and that you could start it up full-blown, you are 
talking about six-tenths of a percent of GXP, a figure that I would 
think could be handled, if it were financed properly, without excer- 
bating the inflation problem Which is already very severe, 

Mr. Stanton. Mr. Miller, you are a recognized expert in the private 
sector. Would you expect that the excess tax that the President is count- 
ing on will be anywhere near the cost of the energy program^ 

Mr. Miller, I would suspect that what might be the ultimate out- 
come of this program is to use some tax funds to stimulate core projects, 
and that there ^ould be a series of incentives that would bring the 
private sector into play with its own initiatives and investments that . 
would supplement this. 

If the prf^am works, I would think there would be supplemental 
expenditures by the private sector that would finance some of the en- 
ergy expansion and sources that we need. 

I doirt believe it should all be left to the Government. Nor do I fore- 
see that these expenditures will be in Government operations entirely. 
I see the prospect that a good deal of the President's program will end 
up being funded in the private sector, and merely supported, or given 
protection by the Government against the technological ri^ of de- 
veloping new and untried sources. 

Mr. Stanton. Mr. Chairman, my time has expired. 
The Chairman. Mr. Mitchell ? 
Mr. MiTOHEU.. Thank you. 

Mr. Chairman, it's almost impossible to convey to you and to the 
members of this committee my growing sense of frustration — and 
sometimes I think it is going to turn to fury — over what wo have done 
to the Full Employment and Balanced Growth Act. 

It was to be a two-pronged piece of legislation. The original 
emi^iasis was to fight unemployment and the added emphasis was to 
fignt inflation. We are now pursuing monetary and fiscal policies that 
are maintaining black unemployment rates across the board at a level 
thxt is absolutely unconscionable. And apparently we intend to pursue 
fiscal and monetary policies which will increase the rate of unemploy- 
ment, some economists say, to as much as 8 percent. There is no doubt 
in my mind that that increase in the rate of unemployment is going to 
fall disproportionately on those who have already suffered enough. 
There is nothing I can do about it. The course has been charted. 

I take this opportimity to express my growing sense of frustration 
that a bill which was desired to accomplish two things has been 
bastardized to the point that it now emphasizes only one. 

That is my feeling. I want to convey it to you and to the members of 
this oommifjtee, and now I want to raise a question with you — unless 
yon have some comment to make on my feelings before I ask the 
questicHL 
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Mr, MiujQi. Chairman Mitchell, may I make some comment on that, 
because I don't think there is anyone who wouldn't agree with you that 
the levels of unemployment that we face are, from every point of view, 
unacceptable. And it is absolutely correct that the purpose of the Full 
Employment and Balanced Growth Act is to achieve nill employment 
objectives. 

The sad, unfortunate reality is, because of external events, that we 
cannot control yet as a Nation, we have had a tax imposed upon us; we 
have had a withdrawal of resources that gives ua the impossible 
dilemma. Until we bring together all of our policies, we can neither 
achieve the inflation goaTor Uie unemployment goal of the Humphrey- 
Hawkins bill within the timetable set by Congress, because of events 
outside this Xation. 

Therefore, our response must not be despair, but to take every action 
to target in and to avoid the hardship to those who will be tenmorarily 
unem^oyed, and to fight the core causes, including unleasning the 
spirit and capacity of this Nation to get itself independent again and 
make its own decisions again. 

Mr. Mitchell. I am sympathetic with your position, and I obvioudy 
can't speak for all blacks or any other minonties in this country. 1^ 
bone of contention is that, even prior to the time that this new crisis 
emerged because of the latent OPEC price increase, little or nothing 
had &en done to reduce minority unemployment. And that is a fact 
That is my concern, and I am aftaid that that failure to act is being 
justified by this new energy crisis. And when the energy crisis dimin- 
ishes I am not at all certain that we will address the problem of minor- 
ity unemployment. 

Mr, Miller. I don't think it is justifiable under any circumstances. 
And I believe that the energy actions in 1973 and 1974, together 
with the actions this year ended up in a 1,000 percent increase in tlie 
price of oil, have laid an enormous burden on us. 

Some of the policies, followed in the past have not been up to the 
task. And I think the only real thing this Nation can do is to renew 
and expand its commitment to shelter from harm the people you are 
talking about — those who are disadvantaged, black or white. 

Mr. Mitchell. May I interrupt, because I am afraid my time iB 
going to end. 

Mr. Muxes. Excuse me. I may be getting off the subject. 

Mr. Mitchell, I want to get back on Qie subject, too. But before I 
do, I want to say that I think everyone is willing to make a sacrifice. 
God knows, I am, and my constituents are. But uie unfair part about 
this is the sacrifice that is now being imposed comes on top of a prior 
sacrifice demanded of minorities b^use the Government did not re- 
duce unemployment in any significant f ashitm for minorities after the 
oriinnal OPEC price increases. 

Now may I raise my question, please. You have allowed tha M, money 
supply growth as part of your policy of getting to a course that yon 
are soing to pursue no matter what happens, 

My concern is with the sharp rate of deceleration of Mt adjusted for 
ATS accoimts that has already taken place this year. The staflE on the 
Domestic Monetary Policy Suocoramittee has designed a chart, which 
I will share with you. That chart makes it very cwar to me tint each 



,v Google 



time we have decelerated Mi growth sharply, even adjusted for ATS 
accounts, that quickly we have set the stage for aJiother recession. It 
is graphically clear. And my specific question is : Did not the most 
recent sharp deceleration — ^beginning last October — contribute to the 
nceesion that we are now in ? And if we continue to reduce Mi growth, 
wiU this not prolong the recession that is now just beginning? 

Mr. Mjtj.f.r. Mr. Mitchell, I am looking at the chart you have just 
moitioned. It is the first time I have seen it, but it is similar to ones 
I have seen before. 

Mr. MrrcHELL. That is a part of a study we have shared with you 
before — it was a part of a study done by my Subcommittee on Domes- 
tic Monetary Policy. 

Mr. Miller. You have got a dotted line here, which is apparently 
adjusting M, for ATS. 

Mr. Mitchell. That is correct. 

Mr. MnjLESL. What you will see, from that, I think, is that, on an 
adjusted basis, the Federal Reserve was charting a course which 
would be restraining but would be above the level that would trigger 
» recession. It waa my judgment, and still is my judgment, that the 
monetary restraint factor would not have brought us into a recession. 

The additional impact and drain-off of purchasing power by this 
large oil increase has brought on the recession, in my opinion. Our 
whole course of action in monetary policy has been to apply this re- 
ttraint to dampen inflationary pressures, to control growth but not to 
eliminate it, and to avoid a recession. 

I believe we would have succeeded but for this event that we could 
not control. 

Mr. Mitchell. My time has expired; however, I want to indicate 
tiaii the chart of Mi growth is adjusted for ATS accounts. 

The Chaihman. Mr. Wylie? 

Mr. Wtlie. Thank you very much, Mr. Chairman. 

Od page 65 of your statement, you say : 

The Nation's abtlltr to avoid an escalation of Inflation over tlie next year or 
K wlthotit serious recession will depend to a degree on whether a means is 
toond to overcome the tendency for workers and businesses to seek higher 
ttgen and prices to offset the effects of the income transfer associated with the 
Tin In oil prices. 

Mr. Neal. "We cant hear you, Mr, Wylie. 

Mr. WtIjIE. If we stop the rise in wages and prices in the United 
States, is there any reason to believe that OPEC would stop increasing 
their tor on Americans through the rise in price of crude oil ! 

Do you understand the thrust of my question? 

Mr. MiLLEK. Yes, Mr. Wylie. We have, I think, several answers, but 
I think the realistic answer is that the ability and willingness of 
Americans to recognize the peril to their Nation from this danger of 
infiation and make personal sacrifices and forego some real income 
for a period of time in order to gain more real income in the future, 
Hut recognition, that reaction against the peril cannot guarantee us 
that those who control the sources outside our borders will adjust 
their behavior. 

TbB only way we can bring about an adjustment of their behavior 
i> to reduce our dependence upon their product. And as soon as we 
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have less demand for what they sell, that is when they will stop 
raising the prices ^ that is when they will start lowering their prices. 
Therefore, there is nothing more urgent for this Nation than to find 
a way, through a combination of policies so that we don't ride jnst 
one horse, to reduce our dependence upon petroleum as a fuel and to 
reduce our dependence upon imported petroleum as ftist as we can. 

Mr. Wtlie. Well, I couldn't agree with you more, and I agreed with 
the President the other night in his emphasis on the need to reduce our 
dependence on OPEC oil. 

There are probably going to be secondary or ripple effects from the 
OPEC price increases. I think that if inflation is increased as it has 
been, and as you say it has been, because of our dependence upon 
OPEC oil and the fact that they are raising their prices, then the 
prices in the United States for other commodities are necessarily 
going to rise, and wages are going to rise as welL 

On page 21 of your statement you have a chart which indicates the 
rise in the average official sales price of OPEC crude oil. Have yon 
made any estimates on wlint might happen as far as the OPEC crude 
oil prices are concerned in the next 12 to 18 months? 

And I think that is important in a prognosis as far as monetan 
policy is concerned and wliat happens as far as inflation is concerned. 

Mr. Miller. Yes; we have assumed not that we will just plateau 
at this number, but that we will have an OPEC price increase to 
roughly $21 a barrel in niid-1979 and an increase of about $2 a barrel 
additionally through 1980 on the average. That is what we have as- 
sumed. Wo have assumed a 60- percent increase that will be a bit stable 
for a wliilc — just as the large increase in 1974 was for a while— ^t 
that then we arc going to have a drift upward. 

That of course is, at this moment, an assumption. If we should move 
more rapidly to i-educe our dependence on imported oil, that midit 
change. If we move more slowly or other events take place in the 
world — some interruption of oil supply, another revomtion snne- 
wlioif — then we could have a worse outcome. 

So we are merely, at this moment, basing it on more or less the 
expectation and outlook based on experience. 

Mr, AVylie. Thank you. 

You have a committee staff report in front ofyou there now, I think: 
Subcommittee on Domestic Monetary Policy. I think it was just SIQ)- 
plied to you. 

[The report referred to may be found in the appendix.] 

Mr. Miller. Yes. 

Mr. Wylie. Would you please refer to a chart, exhibit 4 it is called. 

Mr. Miller. ^Tiich chart ? 

Mr. WvLiE. Chart 4A. 

Mr. TtliLLER. Yes. 

Mr. Wylie. You will notice there it says "year-to-year percentage 
change inflation as reflected by M ^." 

The lower chart includes in M ' repurchase agre^nents and Fed 
funds. It seems to give a more accurate appraisal of the sitnaticm is 
far as inflation is concerned than the upper chart, I wtrndeied if yoQ 
could comment as to the amount of inflation which might be attributed 
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to money ^owth. Is it more pronounced, or does it show up more if 
repos and Fed funds are included in the money supply? And whT 
dKmldnt we include them in Reserve requiremmtsi 



i ti^nk that you have that specific issue out for comment right now, 
and you might also at the same time indicate what the comment has 
been. It is appropriate, since we are talking about a Federal Reserve 
membership tomorrow. 

Mr. Mnijat, This is a very pertinent and important subject. There 
are several comments I would like to make. 

One is, of course, that the very process of financial development of 
institutions, in terms of the new experience with inflation, has re- 
sulted in an incentive to create and innovate and find new techniques 
to economize on the source of money, and therefore to avoid the Reserve 
requirements. 

We have seen this in terms of the development of such things as the 
repurchase agreement markets that you mentioned and a lot of other 
techniques. 

At the same time, we have seen nonbank financial institutions also 
become active in a different wav as to the nature of their deposits. 

It is for this reason that we have looked upon monetary improve- 
ment and H.R. 7 not only as a need to have a legal structure, but also 
to make the decisions about redefining the aggregates we are track- 
ing so that we relate to the realities of today and not to the conditions 
of the 1960'8 or the 1950'3. 

So, as you know, we have a project underway throughout this year to 
look at the definition of all the monetary aggregates, to have inputs 
&om all those who are interested, to have experts from all wal^ of 
life comment. From this we hope to synthesize a proposal this fall, 
which we will then put out for further comment, so that by the first 
of the year we can have more perfect ag^gate definitions that are 
related to the function of money and deposits more than to where they 

CTlSt 

We dont know what those decisions will be. We have had two im- 
portant seminars with outside economists and experts and congres- 
sional staff participating, and we're hoping that all of this process 
will help us address the kind of problem you are bringing to our 
attention. 

Mr. Wtiie. Thank you very much. My time has expired. 

T%e Chairman. Mr. Neal. 

Mr. Neal. Thank you, Mr. Chairman. Mr. Miller, I am delighted 
to see you here. Just to follow up on the point made by Mr. Wylie, 
if I am reading his chart correctly and your report, on page 21, there 
was only a relatively slight increase in the price of oil between early 
IffTi and early 1979 ; and yet prices increased over 50 percent during 
that same period of time. 

My point is, if this chart is right, and I am reading it correctly, I 
just dont think that we can blame recent increases in the rate of 
inflation entirely on oil prices. 

Mr. MnxER. May I just comment on that particular point? 

Mr. Nkal. Yes, sir. 

Mr. MnxER. As you will recall, there were, in 1973 and 1974, even 
higher inflation rates than we are experiencing today as a result of this 
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same kind of oil shock. And you will recall that one of the conse- 
quences, for whatever reason, including policy actions, was that we 
had a severe recession, the most severe ivcession we have had since 
the Great Depression. And in tliat process, we did wring out some 
inflation, bringing it down to about a 6-perceiit level entering that 
period. Because of this worldwide recession, the demand for oil 
dropped and the capacity of OPKC to put in price increases abated. 
Ho we went througn a period of low activity, bigh unemployment— 
9 percent unemployment — and we got inflation down somewtiat. But 
we didn't address the fundamental policies adequately, and we came 
back on a reflation program. JSow we Have seen ourselves in a condition 
with a lugh demand tor oilj we iiave not curtailed our appetite. The 
result is we aie once agam exposed to tliis market action of ti^t 
supplies and a caitel supplier who can impose price increases up«i 
us. 

Once again, whatever may have been the natural cycle ae a result 
of the reflation, we have added anotlier layer on top of that, just as 
we did in 1974. 

Mr. Neal. I couldn't argue with that. I did want to point out, 
though, tnat we did have accelerating inflation in 19Y7 and 1978. 

Ml'. Miller. That is absolutely correct. 

Mr. Neal. And no very iarge increase in the price of oiL So I am 
just trying to pomt out that in my own opinion, we cannot blame thut 
inflation on the price of oil. 

Mr. Miller. May I speak to this again i 

The eflect of the recent cliange in me price of oil is not to bring about 
the 8 percent inflation that we were experiencing, but to add 2 percent 
on top of that. We can't blame that for the 8 percent. 

Mr. Neal. Well, if I may, I want to get to two questions. It is my 
understanding of the way our economy works, that if the Federal 
Keserve creates money at a rate faster than the economy is growing, 
that is inflationary. And we can try to quantify that. We have tried 
before, and I think it is about 60 percent of the rate of inflation meas- 
ured year to year, but that is really not important. It is just sort of a 
basic statement that, in fact, if money growth exceeds the rate of 
growth in the economy, that is inflationary. 

In March of this year, the House Banlung Committee passed a reso- 
lution, with only one dissenting voice, and that report called for a 
rate of growth in the money supply of about 6 percent for this year, 5 
percent for the next year, i percent for the next year, 8 percent for 
the next year, and then to be essentially left at about 3 percent. And my 
questions are these : 

No. 1 : Do you agree with this general understanding I have of the 
way our economy works ? And No. 2, if you do agree, why wouldn't it 
be a good idea to follow this sort of steady, moderate reduction in the 
rate of growth of the money supply instead of the rather erratic 
pattern that we have gone through recently ? 

Mr. Miller. Mr. Neal, may I call your attention to the charts starting 
on page 44. 

Mr, Neal. What page ? 

Mr. Miller. Page M. Before we look at them, I just want to try to 
make one distinction. Perhaps I will oversimplify in order to ma^ the 
distinction, but I will try it. 
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Let's divide indation into monetary inflation and other inflation. 
I don't think tiie OPEC price increase was brought about by the change 
of money supply. Once you take that out and look at monetary infla- 
tion, then we certainly agree, and it has been our posture to fight 
inflation by bringing down the rate of growth in money and credit over 
time, thus wringing out the inflationary pressures while doing the 
least damage to tiiQ overall economy. 

On page 44, you will see, in the bottom panel, that in the recession 
of 1074-75, money was growing at a low rate. It picked up, as the 
economy recovered, to a 7.9 percent in 1977. 

My m«t testimony before this House committee was on March 9, 
1978. We said then we needed to bring down the rate of growth in 
money. Let's look at the record. The record is 7.9 percent in 1977; 7.2 
percent in 1978 ; and so far this year, on an adjusted basis, less than 
6 percent. 

If you look at M^, which does not have the ATS problem, you 
will see for 1976, 10.9 percent; 1977, 9.8 percent; 1978, 8.4 percent, 
and this year so far, 6 percent. Our effort is going to be to continue 
that process, with some adjustment for things like OPEC that we can't 
deal with through monetary action alone, until we win this "war." 

Mr, Neal. Well, I quite agree with what you are doing, and I am 
personally very happy to see that it is just under 6 percent. My ques- 
tion, though, was : Why go from S^, percent to 4 percent, in a very 
short period of time, and then back up to some higher percent, between 
6 and 7, to arrive at that rate of growth of about 6 percent? Why not 
just go slow and easy ! 

Mr. MnxER. You may be getting on a touchy point, I have decided 
the best policy for me, is to have no memory of monetary policy 
before March 8, 1978. 

■Mr. Neal. Let's see. I believe it was — in March of 1979 that the 
Banking Committee 

Mr. l^iLLEB. In March 1979, 1 year after I joined the Fed, the growth 
rate of the monetary aggregates was slower. Even the staff is nodding. 

Mr. Neal. Mr. Miller, I have the greatest respect for you, I know 

Cu have a difficult job, and I think you are an outstanding individual. 
t me just ask this, though : Would you agree that if we would follow 
liie course of moderate, slow decline in the rate of growth of the 
money supplv over several years, until it reaches about 3 percent, that 
that would be a big help in our war against both inflation and 
recession? 

Mx. Miller. I agree completely. And let me just restate what I hope 
this report says, namely : that we set these ranges at the beginning of 
the year for M,, M,, and M, ; we have been living within them after 
the original downward adjustment, because of the restraint we took 
last year ; we have kept within the ranges ; and those ranges contem- 
plate the slow growth that you talk about. Tentatively, we have set 
the same ranges for next year, but there are so many uncertainties 
ri^t now we don't know. 

But that continues to allow as room to accomplish what you were 
saying, Mr. Neal, and I think your general philosophy is exactly the 
same as ours. I don't want to be defensive and I don't want to look 
back at past policies and be critical. All I can say is, our effort is to 
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accomplish just what jrou are talking about; to t^ to do it year after 
year, without wrenchine the economy ; and to change back to more 
of ^he market system in Uie process. You must remember that you have 
to look at all of this against a background that not long ago adjusted 
economy activity not by monetary restraint, but by closing the window 
on creait in housing. 

From 1966, in every cycle we have shut down the window on hous- 
ing; that left everybody off the hook on the monetary aggregates, 
because you could just shut down an important part of the economy. 

In 1972, fourth quarter housing was at an annual rate of 2^ millim 
starts. At the end of 1974, 8 quarters later, it was at a rate of 90,000. 
Financing was not available. 

Mr. Neal. I am ven^much aware of what happraied. I joat hope we 
dont do that again. That is my concern. 

Mr. MiLL£it. We are trying to get back to a market decision. Dent 
shut the window; put in the restraint on money and credit and let 
monetary policy work uninhibited within a market ecfmom^. In soch a 
case, I think we will accomplish what you want, and we will be more 
perfect in our own performance. 

Mr. Xeal. Thank you, Mr. Chairman. We will recess the committee 
for a few minutes to record our votes. 

[Brief recess.] 

The Chairman. The Chair will recognize Mr. Evans. 

Mr. Evans of Delaware. Mr. Miller, in a recent regulatory inter- 
pretation, the Fed reversed itself to allow small savers to pool thur 
funds in order to obtain money market certificate rates of return cffl 
(heir deposits that would be higher than what they might ordinarily 
receive. But member banks were prohibited from solicitmff pooled de- 
posits or from soliciting deposits on the basis that they womd be pooled 
by the bank. 

I wrote you requesting an end to this ban on soliciting pooled funds. 
You advised me that the lifting of the ban on soliciting pooled funds 
would have an adverse effect on the administration ox the depodt 
interest rate ceiling structure. 

I recognize that you may have a problem from that standpoint, but 
I also have some great concern, Mr. Miller in light of the first amend- 
ment provisions, as to whether or not the Fed can legally prohibit 
member banks from advertising this type of pooling provision. 

And my caveat would be : I understand your problem, but I think 
there is a concern from a constitutional standpoint. 

Mr. Miller. I am not a constitutional authority, but let me describe 
to you what I think is the common interest we share. We all need to 
return to a market system where the rates paid to small saverB would 
be competitive, and small savers would be entitled to the kind of 
market rates that are available to others. 

Our problem is that we have built a number of major institutions, 
intermediary financial institutions, whose portfolios are now locked 
in to long-term mortgages. I am talking about thrift institutions. 
And the possibility of adjusting upward their average portfolio yield 
is a very slow process. If they suddenly were requir^ to pay full car- 
rent market rates on what have been ceding regulated over the years 
they would all be in a loss position and we wo^d threaten the finau' 
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rial viability of very importaiit institutiona So we have to balance 
the strong equity demana of small savers against the practicality and 
the essential need of this society for financial intermediaries. 

1^6 money market certificates were issued as a means of turning 
back to the marketplace, as much as we could, without tri^ering that 
economic problem for the thrifts, and the ceiling rate was set at 
$10,000 to be the same as the ceiling rate for an individual buying a 
Treasury bill. 

Suppose an institution says "We now have $10,000 certificates, but 
we will hold them here and give you pieces of them for $100". Then 
small savers would take all their money to the institutions t^t did 
that, which means you would destroy money for housing or you would 
btuoEmpt the institutions who have to raise interest rates to hold their 
funds. We have to weigh that problem against the problem of equity 
uid try to pursue the phasing out of regulation Q ceilings over a time 
that allows adjustment, as is being proposed to the Congress. 

Now, on the question of "Why, then, do we permit funds to be 
pooled at all," the answer is simple. I don't know how to enforce a 
regulation that prevents you or your neighbors or your children from 
putting your name on an account, buying a certificate, and agreeing 
that you will divide it up among you. I think to put in a regulation 
unenforceable against individuals merely creates a public attitude 
of disrespect for law. They won't abide by it ; therefore, they disrespect 
it. 

So we recognize the practicalities; you really can not enforce that 
law upon individuals ; you can't find a way to do it. It would take an 
enormous number of investigators, and it just isn't worth it. 

This is a nationally important problem. We have to go through an 
adjustment process, and no one institution should try to take advan- 
tage of this and defeat the very purpose of the ceiling by breaking 
down this whole structure. 

While I am not really aware of it, it seems to me that to allow in- 
stitutions to imply that "if you come in, we will act through subter- 
fuge to violate the law," is carrying the concept of freedom of speech 
too far, 

Mr. Evans of Delaware. I am not too sure, Mr. Miller, that there is 
any subterfuge if you do act in the open. 

Mr, MiTiER. The other choice, Congressman Evans, would be to 
prohibit all pooling, which I guess we would have to do to avoid 
the other extreme consequences. This includes prohibiting pooling by 
individuals, in which case we would have a lot of people violating the 
law. 

Mr. Evans of Delaware. I understand your dilemma. Mr. Chairman, 
if I may. just a couple of very quick questions in the interest of time, 
and the fact that we are here under the lights. 

I listened to the gentleman from Maryland, Mr. Mitchell, speak 
of the unemployment problem that is attendant with a mild recession, 
or a mild depretwion. as well as the types of restraints that are neces- 
sary to combat inflation, which hurts everyone and I agree that 
inflation hurts the poor the most. 

But I go back to a question that you answered several months ago, 
and t^t was : Isnt it a good idea to roll back the minimum wage as it 
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relates to teenagers, because the teenage unemployment problran in 
this country is so great? Wouldn't that Jiave the effect of giving more 
teenagers jobsl A^d wouldn't a job be better than no job at aU, par- 
ticularly in view of the fact that if you get the first job, you can go 
on to a second, and so on ) 

Mr. Miller. You are absolutely correct. One of the greatest prob- 
lems in developing more employment opportunities for all Amencans 
is the Eransition from youth to adult, transition from preparation 
for work to work ; that transition is very difficult. 

When you start with many who, for whatever reasons and whatever 
disadvantages, aren't well prepared and aren't skilled, the process of 
learning a skill and learning tlie world of work is extremely impor- 
tant to their long-term well-being, ^Vnj-thing that would allow them 
to make that step, we ought to encourage, including a youth differ- 
ential, or elimination of the social security tax on yoimg people for 
a certain period of time. 

Any of those kinds of methods that would get them into jobs, and 
get tnem experience with work, with learning skills, learning and 
moving; on, as they always do, to better jobs, would be very important 
for society ; I would highly support it. 

Mr. Evans of Delaware. 1 thank you very much. One more questiwi, 
Mr. Miller. It seems to me that we have had a rather precipitous decline 
in savings in America, particularly in light of the savings in the devel- 
oped nations of the world ; we probably have the lowest rate of capital 
formation of any of the industrialized nations of the world. 

Would you be in favor of some type of legislation that would exempt 
from taxation a portion of interest gained on savLngs } 

Mr, MiLLEH. Your general premise is one of a high order of im- 
portance ; that is, that we have a problem of capital formation and 
we have a problem of investment. I have not yet brought myself to 
believe that the preferred action, of all the possible choices of u£dng 
tax dollars, would be to shelter savings. My reasoning goes sometdiing 
like this: those who need to be encouraged to save, uose who have 
small savings and don't have the opportunity to find high yields or 
tax shelters, are those who have the lowest income tax rates; eo tax 
relief has the least value to those who are most needy. To those who are 
in the highest income tax brackets, such relief as you speak of has 
greatest value. 

Therefore, my preference — I am not saying that yours isn't a 
worthwhile idea — ^but my preference would be for more direct action, 
using whatever tax dollars we can allocate for the purpose to liberal- 
ize (fepreciation. This relates tax expenditures directly to the capital 
investments we so badly need to get productivity and technolf^ 
gains. 

Mr. Evans of Delaware. You still feel, Mr. Miller, that we need to 
accelerate depreciation, and that it would be s substantial effort? 

Mr. Milled. I don't reject others. I just think it is the moat effective. 

Mr. Evans of Delaware. Thank you. 

The Chaibhan. Mr. Blanchardi 

Mr. Blanchard. Thank you, Mr. Chairman, and welcome, Mr. 
Miller. There are some economists, I think, even within the administra- 
tion, that believe that we are on the verge of a more serious recession 
than we had in 1975. 1 take it you would reject that kind of prediction ? 
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Mr. Mtujat. I don't see the case for it. One of the fundamental 
policies we have been pursuing, one of the fundamental ohjectives 
of monetary policy and other economic policies, is to bring about re- 
straint in the economy, to wring out inflation while maintaining 
balance within the economy. Serious recessions usually will have to 
betri^:ered by some sort of imbalance. 

Now let's look at the economy today. Consumer spending is being 
retarded, both by the drain-off of income to higher prices of energy 
which leaves less money for other purchases, and by psychological 
concern about whether gasoline will be available and whether .cer- 
tain activities should be engap'ed in. But consumer spending isn't be- 
ing destroyed ; it still hag a solid base. 

If you look at business spending, you will find a slight increase in 
capital expenditures. There is nothing in the outlook that would cause 
businesses to fly from new investment in the capacity modernizations, 
and cost reductions they need. 

One of the most volatile parts of the economy is usually the in- 
ventory sector. There, we have an extremely apod position of stocks 
even though, as sales fall, the ratio between inventory and sales will 
climb up a bit. But inventories are very clean in relation to past ex- 
perience, and you don't have that imbalance. 

Government spending isn't showing major signs in one direction 
or another that would bring about this deceleration. If you look at 
housing, we are expecting a moderate decline, but nothing like the 
60-percent decline we saw in 1973-74. 

So I think, if you look at each of the components of the economy 
and the overall picture, you don't find a case for a serious recession. 

Mr. Blanchard. That is good to hear. You hear beginnings of a 
notion that Congress might well, next year, want to enact some form of 
tax cut or tax change to lessen the effect of a recession everyone is 
talking about. I think that may be based on the assumption that the 
Fed will not do anything different than it has done before. 

I have several questions. One : Given the fact that OPEC has in- 
flicted upon us what you estimate to be perhaps 2 percent additional 
inflation, what is the Fed doing in response to that? I am not sure 
I read your testimony clearly. 

And two : If that helps not only fan inflation but perhaps induce a 
recession, or guarantee it, do vou think it would be wise for Congress 
to respond on the fiscal side ? Or is there somethinfi: you are going to do 
through the monetary policy approach to help fight a recession ? 

And finally, I would like to know what your feeling is on real waije 
insurance. I notice you indicate we need to continue to work on the 
price/wage problem. Congress dropped the ball on that proposal. I 
thought it was a good one. I am wondering how vou feel about that. 

Mr. Miller. L^ me take the first question, if I may. One of the 
things we must resist is the temptation to finance the oil price increase 
and thereby merely add more inflation in order to maintain final de- 
mand. The purchasing power that is pulled away from other goods 
and services because of the oil price increase, if put back into the econ- 
omy to generate the same demand, is going to produce even more 
inflation. The hard reality of the situation is that the Federal Reserve 
diould maintain firmness Mid continue to be diligent in its effort to 
maintain the growth of the monetary aggregates within the ranges 
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that have been established and not be tempted, prematurely, to fimuice 
this sort of increase. 

That means that the difference comes out of real growth ; that is 
why we get a recession instead of just having a slowdown; that is 
what all of us in the country have to pay because of this event. 

Now, what happens in the future! I agree with Chairman Reuas 
that we should not be jianicked into precipitous action. We should be 

Erepared to see this adjustment, impleasant as it is, and get oureelvefl 
ack on the track for the renewed growth within sustamable levels 
that we have been attempting. That is, of course, what we see; we see 
a moderate recession running through this year and early next year 
from which, without tax cuti, we will be able to begin to g^v bac^ 

We should hold our decision on that and keep a watch. There will 
be a time when we may want to make tax adjustments, because infla- 
tion rates do drive people's incomes info higher tax brackets and do 
represent an additional drag. When we make that adjustment, I hope 
we will concentrate on those kinds of tax cuts for individuals — such 
as a reduction in payroll taxes, which directly affect prices, provided 
we can take action which will keep social security funding sound — 
that not only give them appropriate relief, but also help ns fi^^t 
inflation. 

I also hope we will take a look at tax consideration^ we have just 
discussed that would help us with our capital formation and invest- 
ment. Therefore, I would hope that we would look at individual 
payroll taxes and accelerated depreciation for businesses. The com- 
bination of helping individuals with payroll taxcuts and helping 
businesses with incentives for investment that will get us the pro- 
ductivity and technological improvements we need, would both be 
the anti-inflation kinds of actions we need. 

Mr. Blanchard. What do you think about the real wage insurance 
proposal ? 

Mr. Miller. I think the idea of a self-operating system that umb 
the tax structure has a great deal of appeal. It is very attractive. 

So far. Congress has been examining it out has not be^ con¥inced 
that the mechanics work. Because oi Congress view of it, I have 
tended to think of other kinds of tax redut^ions, and Fve t^ded to 
move my thinking toward these two that I have just mentioned. 
I have given preference to these others over trying to solve the prob- 
lems that Congress has had with the TIP-type tex. 

The Chaihman. The gentleman's time has expired. 

Mr, Cavanaugh? 

Mr. Cavanauoh. Thank you, Mr. Chairman. 

Mr. Miller, first of all, I would like to commend you for this reportt 
T think it is the finest that I've seen, the most explicit and oomprB- 
hensive since I have been a member of this committee, and the firrt 
one from my perspective that actually complies with the aspirstioiiB 
of the committee and the Congress in the passage of Humphrey- 
Hawkins, and I thank you for that. 

I particularly commend you for including, as you do on page 48. 
a consensus of the Board of all of the economic indicators that led 
to the monetary aggregates that you have presented us with hue 
today. I think that that is a goal that this committee has had and 
that the Congress and indeed flie country has had, to have some sort 
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of a broader understanding of the goals and aspirations of the Fed- 
eral Seserve in setting their monetar\~ targets. 

I think that at lon^ last we hare finidly arrived at that, and I think 
it is beneficial. The picture that you paint is an excessirely gloomy one, 
I think, not exceasivdy in t«mis of reality, but extremely depressing, 
at any rate. 

First of all, I would like to ask a little bit about tax cuts. Last week 
Lyie Gramley of the Council of Economic Advisers recommended 
catting corporate income taxes and allowing writeoff for plants and 
equipment and raising the investment tax credit as the best way to 
regain productivity. If the administration decides that a tax cut is 
necessary to combat a recession, would you favor placing emphasis on 
these kinds of cuts, on payroll taxes or on generaJ income taxes i 

Mr. Miller. For the business side, for investment incentives, Mr. 
Cavanaugh, I would favor the accelerated depreciation. Very quickly, 
my view is that if you ask business what they would prefer, they would 
* prefer a general corporat« tax cut. But the trouble with that ftrom the 
point of view of our national policy right now is that it would not 
guarantee any particular reaction. 

A tax cut could merely improve cash flow. It could increase divi- 
dends. It could increase cash in the bank for the corporation. But it 
wouldn't necessarily go into t<he kind of spading and modernization 
that we need. 

An investment tax credit is an approach that is directly related to 
investment and therefore is a direct incentive or an offset to the risk of 
investment. But because it is a forever for^veness of tax, and because 
the tax reduction all happens in the first year, it is expensive from the 
Treasury's point of view. 

Accelerated depreciation, on the other hand, does make the formula 
for calculation of discounted cash flow, which a corporation uses to 
decide the risk of its investment, more attractive. From the Treasury's 
point of view, it does not forgive the tax; it merely defers it. And it 
does spread it. So it gives a bigger bang for the buck from the Treasury 
point of view. It is what I prefer. 

As to individual cuts, I think I would prefer something along the 
lines of the payroll tax reductions we just mentioned. I would think 
that the thing to do is to keep the retirement features of social security 
actuarially sound and funded with contributions. But such things as 
medical benefits under the social security umbrella — which is not a 
question of putting money aside now to pay a pension 30 years from 
now; they are current expenses for current illnesses — these might be 
funded by general revenues to allow us to take pressure off the direct 
payroll revenues. 

That is the kind of approach that might be worth looking at. 

Mr. Cavanauqh. I agree with you particularly on the social security 
area. 

In terms of your economic projections, you are projecting, and the 
consensus view of the Board of Governors seems to be, that we are 
entering, and will be experiencing:, a worse recession th«n the 1073-74 
' period. Your real GNP projections are minus two to minus one-half for 
1979 and minus one-half to plus two for 1980. In 1973-74, the GNP 
was minus 1.4 in 1978 and minus 1.4 in 1974 and 1.8 in 1975. 
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Are we in fact embarked upon a worae recession than the 1974- 
75 rr — =—" 



Mr. Miller. Mr. Cavanaugh, let me get you the correct figuree. I 
believe we have some discrepancy in our figures. The recession we are 
now looking at is considerably milder. 

Mr. Cavanacoh. I am on page 48 of your report. 

Mr. Miller. Look at the fourth quarter to fourth quarter on Mce 
SO ; it is very important. This is the line of real GNP growth, intrud- 
ing our range. If you look in the little inset you will see tiie actual fig- 
ures; you will see that, fourth quarter 1973 to fisurth quarter 1974, 
there was a minus 3.5 ^rcent real growth. In 1979 we are ezpectinf 
somewhere between a mmus two and a minus one-half. Erot if ^ou tOM 
the most pessimistic view, you can see how much milder the dip would 
be. 

There may be some discrepancy that I am not familiar with. 

Mr. Cavanadoh. The 1974-75 tigures I was citing were from tha eco- 
nomic indicators, June 1979, prepared for the Jomt Econranic Cche- 
tnittee by the Coimcil of Economic Advisers. 

Mr. Miller. The difference is looking at figures year over year or 
fourth quarter over fourth quarter. The difference, Mr. Cavanau^, 
is between fourth quarter-fourth quarter and average for the year. 
If you look at our figures on the average basis, it would oe even less neg- 
ative. 

Mr. Cavanauqh. I understand the difference. So you are not 
then 

Mr. Miller. We are looking at a milder situation. I hope that chart 
on page 50 shows graphically the kind of drop-down and trend toward 
recovery that is quite different in its characteristics from the one in 
1973-75. 

The CHAntMAN. The time of the gentleman has expired. 

The Chair will now rect^ize Mr. Kelly and ask him if he will pre- 
side for the 5 minutes of his questioning and then recess briefly, by 
which time I hope that Ms. Oakar and Mr, Leach and others would 
have returned, so we won't have to impose upon Mr. Miller much 
longer. 

Mr. Kellt [presiding]. Mr. Chairman, for the first time, the coun- 
try is now in good hands. [Laughter.] 

Mr. Miller. You better change the nameplates. It wcait look good 
on television. 

Mr. Kelly. Well, it may help my social standing, [Lau^ter.] 

I would like to inquire of you, what kind of impact do you believe 
the OPEC increases have had during the portion of 1979 that has ex- 
pired ? What percentage or what portion of the inSation would yOu 
attribute to OPEC) 

Mr. Miller. Mr. Kelly, we are expecting that the oil price incarease 
in 1979 will contribute 2 percrait to the implicit price deflator, which 
we expect to be in a range of 9i^ to 11 prcent. Our staff points out to 
me that about a third of this has already impacted us. So I WMild sa.j 
we have already received probably seven-tenths of a percent more in- 
flaticHt from that factor. 

Early in the year, of course, the very high levels of inflation were 
mainly caused by two things. One is food, where the very high in- 
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enases faftve now drmped off. In the first qositer. food ns more of a 
ttebor than energy. Bat enei^y was the second ttit big factor. 

Now the biggest &ctor is energr. and it iril] incressinrlv be eneif^. 

Mr.KELi.T-. Meie is my qucGtion. It wouldbejust alittfebit le^lhan 
inteUeehullj hmieGt to say that inflati<m has been caused by OPEOt 

Mr. MnjjR. It would he improper to say inflation has been 4?au8ed 
by OPEC. It would be proper to say that the already severe inflation 
m had for the vear has moved to a new plateau, about £ percent 
bi^wT, as a result of OPEC. 

Mi. KxUiT. Now, there is another influence in the economy that I 
would like to ask you about. Do we have a food shortage in the United 
States, as inr as you know I 

Mr. Mif-iJtp. There is not. There are certain kinds of food that are 
in ahott ggpply. 

Ifr. E^KLLT. Wheat, com 1 

Mr. MiT.i.wB No; there is a decreasing supply of beef, and that has 
reeolted in ven' high beef prices. 

Mi. Kbllt. But as far as the subsidized commodities, the feed grains 
and oereal grains, there is no Mortage of those ! 

Ml. Mtij.t:h, No. There is, however, pressure upon those commodities 
rifled; now because of some worldwide tightness in supp) v. 

Mr. Kellt. But that is stnn^Jung that has developed very recoitly. 

Mr. Mttj.tji Very recently. 

Mr. Kbllt. I wonder if you have any thoughts on whv it is bene- 
ficial, when WB have an overabundance of a commodity, for tlie Qov- 
enunent to use the taxpayers' money to stimulate the production on the 
cue hand, and tiien to have a reserve program where we are encourag- 
ing the farmers not to produce, so that at the same time we are en- 
oouraging tlhem to produce more and encouraging them not to pro- 
dtK» quite so much. And tfhen we move to a commodity such as energy, 
oil, and we are discussing now that we are going to add a new tax <mi 
the production of oil, that is, the companies that produce oil will be 
taxm more when we are in short supply of domestic production. 

Js there some symmetry to that in economics ? Or would it be better 
to reverse that and stop the stimulation of farm production and start 
stimnlating t^e production of domestic oil ! 

Mr. MnxER. I think there are always analogies that can be drawn. 
We ought to be careful, however, in drawing an analogy between 
Bgricultural products which depend upon soil, weather, all kinds of 
other factors, and energy, which exists in the ground. Because of the 
cyclical nature of agricultural products, there is, I think, a wisdom 
to our policy: We have learned from biblical admonitions that we 
ahcmld set aside our grain stores in good harvest times because there 
will be famine times. 

I think the idea of reserves in products that depend uptm weather 
and climate is <iuite different from tihe question of whether we should 
build reserves in energy. I don't mean to duck your question^ because 
there are certainly reasons why we should use every market incentive 
we can to help create conditions where we will search for, find, de- 
velop, and pnMuce, more indigenous sources of energy. 

Mr. Kellt. I have run out of time. I have to go vote. And I am 
going to relinquish the chair to my colleague from New York. 
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Mr. Gbeen [presiding]. I would like to return to the question thkt 
Chairman Iteuss meiitioned during his opening remarks, relating to 
the statement on page 41 of your report that the impact of the ATS 
and KOW accounts on M, expansion has been smaller to date than 
expected but that the FOMC is retaining its original range for M,. 

Does this mean in essence that the FOMC has somewhat tightened 
up its target for M, i 

Mr. MuxER. Mr. Green, our intention is to maintain the same pos- 
ture. Let me try to explain using tlie chart on page 44; we may have 
to refer a little more to M, this time to avoid confusion. Those r«i 
lines on the top panel on page 44 represent — using the "old" bass 
of Ml unadjusted for ATS— 4^^ to 1^/2 percent growth. Our growth 
targets would be brought down toward 6 percent on average unad- 
justed for Ai'S. If you adjust for ATS — assuming 3 percent ATS 
effect — our midpoint is 3 percent. If we only have 1^ percent ATS 
effect, then this chart could show a i^ percent midpoint and still be 
within the range for monetary control purposea 

We'only ask you to bear in mind that we are within the range when 
you look at our performance this year. We wont know until the end 
of the year what the final impact of ATS is. 

Mr. Green. If you were originally allowing 3 percent ATS effect 
and there has only been 1^ percent ATS effect, then this range, in- 
stead of being a 4^-7^ range is really a 3-6 range. 

Mr. Miu^ER. To date the ATS impact has actuaUy been 214) so, there — 
fore, you could look at this figure &s being 4; it seemed to us betteE= 
not to confuse you. This is a difticult problem, which I apologize fo^ 
this year, caused by that technical change. Perhaps we should have 
shown it differently. Perhaps we should have shown 4iA and 7^, ancn 
then made a "phantom" change of the figures using the old basis. 

But we started off on this path and we thought it best not to shlf^ 
on you in midstream. 

Mr. Green. In other words, you are saying it is three-quarters of - 
percent off ! 

Mr. Miller, At the moment. We don't know what will happen foi 
the rest of the year- 
Mr. Green. I^et me turn to this committee's report. After the Feb- 
ruary hearings, my understanding is that this committee recommended 
that the Fed plan on dropping its targeted rate on monetary growth 
slightly each year, and specifically on dropping the midpoint of the 
M, range by 1 percentage point. Yet I gather from your report thit 
tentatively you do not plan to drop your ranges next year, but instead 
plan to kpep them the same as this year. 

Mr. Miller. I would like to clarify that. If yon look on page 44, at 
the bottom panel, you will see that in 1977 the fourth-quarter-to- 
fonrth-qiiarter change in M , was 7.fl percent. We brought it down in 
1978 to 7.2 percent. And if you look at today's figures, it would be 
lesfi than 6 percent on a comparable basis. 

Our ranees for next, year have not been chanced, because things are 
so nncertflin. Our policy posture is one of continuing on that gradual 
decline. But we are not able at this point to identify just, how that can 
he accomplished nntjl we see the working through of the recent eco- 
nomic shocks in our economy. 
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If you look on page 46, you see the same sort of change in M, in the 
bobtom panel ; going from 10.9 percent in 1976, to 9.8 percent in 1977, 
to 8.4 percent m 1978, and so far this year to only about 6 percent. 
So we are accomplishing, in this broader aggregate, quite a sharp 
reduction over a number of years. This is the third year of reduction. 
Our hope is that we will be able to come back to you in February and 
tell you that we are still on that kind of a path. What degree and how 
far, we're not quite sure, 

Mr. Green. I guess what troubles me is that the Humphrey- Hawkins 
legislation did call for setting the next year's targets at this time, and 
the report is rather vague on that, Ajid your testimony now emphasizes 
the tentativeness with which you are talking about next year's numbers. 

Mr. Miller. Yes. In different times perhaps we could be more precise. 
But the last 6 weeks have brought on such interesting changes, and the 
Presidemt's initiatives have not been quantified yet, and our oini re- 
definition of the aggregates is waiting this year. It is one of those times 
when, to be honest with you, we must tell you that we don't want to see 
any change in the long range objective as you have' suggested and we 
agr^ with. But we are not able to quantify it at this stage, because of 
taes6 events. We might, from time to time in the future, have additional 
midyear problems. 

I hope next year, at midyear, that we will be able to come to you with 
a more precise ouitlook for 1981 and give you something a little more 
concrete. We are extending the same bands, which means we have reran 
to accomplish the target you have in mind. 

Mr. Green. Let me turn to another subject which concerns me, and 
that's the status of the international banking facility. As you know, 
for us in Kew York that has important economic impacts, and it is 
esimated 5,000 to 10,000 jobs could be involved, I appreciate the ctai- 
cems you have, but I would suggest that it may be easier to regulate 
these activities and make sure that they are not leaping back onshore 
when the paperwork is available readily onshore to begin with, instead 
of on some obscure Caribbean islands. 

I was wondering what you see as the status of that and the timing 
of your making a regulatory decision on that. 

Mr. Miller. Mr. Green, tne Board was struggling with a series of 
issues. We have quite adverse comments, as you know, and a good deal 
of concern and opposition to the IBF concept. We think it has suffi- 
cient merit that we should not abandon it. Therefore, our decision 
yesterday was to not approve the present application, but to review 
it and reconsider it within 6 months, with Uie additional knowledge 
WB gain as we carry through the International Banking Act; that 
act is on factor. We haven't yet implemented it. 

Another factor is the pending legislation, H.E, 7, that could affect 
the whole area. Another possibility is what is going to happen with 
E!dj^ Clopporations and the rights of banks out of New York to have 
equal access to this facility. Another issue is the McFadden act report 
tnat is due very soon, and we don't want to fly in the face of that. 
Because of these ctnisiderations, it seemed better neither to reject the 
proposal nor to move forward with it at this point, but to let some of 
these changes be digested and to let us get a handle on this issue 
befrae we move f^fKid in any way. 
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I know you have a concern about this, and we want to assure yon 
that we are not trying to kill by delay, but we are trying to be respon- 
sive to some of these broader issues which we think are getting resolved 
as weeks go by. 

Mr. Geeen. Let me yield to Mr. LeadL 

Mr. Leach. Mr. Miller, on page 19 you present a chart showuig 
the decline of the dollar since President Carter took office. The decline 
is interrupted by a plateau which has lasted from the beginning of 
the dollar support program last November until today. 

Can you tell the committee what has been the total cost of the dollar 
support program? And in this regard, it is interesting to note that 
as of today the dollar has declined almost to the point reached before 
President Carter's annoimcement on the first of November, which at 
that time was intended to restore world confidence in the American 
economy, as well as world respect for leadership in the White House. 

Mr. Miller. Mr. Leach, as you know, the figures on this are pub- 
lished on a quarterly basis, and I will give you the figures throagfa 
the last public report. I believe — and the staff will correct me if I am 
wrong — that the total cost for this whole operation in terms of the 
exchange rate losses suffered by the Federal Reserve were about $10 
million. This involved very large intervention activities; in relation 
to size of the activities, this was quite a modest cost especdally in terms 
of importance of the contribution of that action to reducing our in- 
flation. 

The decline of the dollar — this is on page 19 — from September 1977 
through October 1978, contributed 1 percent to inflation last year. As 
it works its way through contracts and prices, we will have 1 percent 
more inflation this year. One percent last year, and 1 percent this year 
have cost consumers in America $30 billion. 

Mr, Leach. Does the $10 million loss include the loss of the trading' 
value of the gold which has now reached about $296 an ouncef 

Mr. Miller. The loss that I mentioned was to the Federal Beserve 
only : that was for the whole period. The Treasury has an exchange 
stabilization fimd ; I don't know what their loss, if any, was. But no, 
these fibres do not include any effect of gold one way or the other. 
As to the gold sales, one has to determine at some future date whether 
the choice to sell gold was made at the right time and whether tiie 
intervening use of resources and savings 

Mr. Leach. Certainly, at the present time, we can; 

Mr. Miller. The Treasury got less for gold than it could have sold 
it for now, but if we succeed in our anti-inflation program in 5 years 
the costs could be different. 

Mr. Leach. Given your new projected inflation rates, it would ap- 
I>ear that the overall program of the Fed, of the Congress, and of the 
administration, has h*en somewhat of a failure. Having said that, I 
would point out that the Republican Party, through the Republican 
Policy Committee, came out last week with an alternative economic 
plan which included a $36 billi<m tax cut. The plan called for an im- 
mediate and permanent personal income tax reduction of about 10 
percent; the indexing of personal income taxes; the freezing of social 
security taxes at their present level ; and the ST>eeding up of the depre- 
ciatiMi rates for structures, equipment, and vehicles. 
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Several of these points you have touched upon in answering earlier 
loestiixis. However, would you support the Republican alternative, 
particularly in Jight of the fact that during the last 3 years we have 
seen the ineffectjveneffi of a higher tax program and this would be an 
altematdve baaed on lower tazea 

Would you comment on the Republica.n alternative } 

Mr. Mnj.wB. Let me first ctxmnent ob the statem^it that our anti- 
inflBtion pnwram hasn't worked. I have been in Washington less than 
a year and a naif. In that period of time, a whole array of policies has 
been put into effect which represents a comprehraisive strategy to wa^e 
a war against inflation. I think you have not given yourself, Mr. 
Leach, adequate credit for the role of Congress in putting these poli- 
cies together. They are important and fundamental policies ; they are 
effective. They cannot, at this point in time, control an OPEC situa- 
tion; that involves~a longer term transition in terms of alternate 
Booroee of supply of raiergy. 

But let's tick off the policies that have been put into effect in this 
period of time. One, a complete redirection of fiscal policy from lai^er 
deficits to smaller deficits and toward a balanced budget and a lower 
percrat of GNP represented by Federal expenditures. I give Congress 

fBat credit for that. It was a courageous and important decision, and 
would not want in any way to overlook the importance of it. I 
wouldn't want to reverse it; I would not want to have an $80 billion 
deficit next year. We have heard from Eepublicans luid Democrats, 
since I have been in Wa^iington, of the importance of fiscal discipline 
to avoid r^teating what was done with wha^ver intentions in the past. 
WhMi we entered this decade, this Nation, almost 200 years old, had 
then Iniilt up a Federal debt of about $375 billitm. It is now over $800 
billion. 

I think Congress ought to be given great credit for fiscal directicm 
to counter that trend. 

The sec<Htd policy is an incomes policy 

Mr. Evans of Delaware. Mr. Miller, if we might recess for about 
7 or 8 minutes. We have to answer a call to vote. 

[Brief recess.] 

The CHAnt3£AN [presiding]. Mr. Watkins. 

Mr. Watkins. In regard to the trade deficit, our biggest purchases 
have been in foreign oil, roughly around $50 billion. Nov, what, 
in your opinion, is the effect of our large foreign oil purchases! 
According to numerous reports, a lot of this money is coming back into 
the flow of our country's money market, increasing the supply of 
our dollar, creating more demand for our producte, and ba^caUy 
having the effect of driving the cost of those products up. 

Is that a significant factor, or is that a variable which you see is also 
playing havoc with our policy ? 

Mr. MzLus. The reflow of petro dollars has, of course, been a major 
event since the oil embarjro of 1973. 1 would again oversimplify for a 
moment by saying that, if we held our economic output stable and 
there was the kind of change that we have recently had in OPEC 
prices, the effect of that would be somewhat like a tax. You pay more 
money for the same product ; you dont change the quantity, the volume 
ot the oil, or the tunotmt of output of the economy as a result of that. 
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That money flows overseas and out of our econMny and no loagfit 
repreeents domestic purchasing power. It goee to foreigners uirt«ad 
of Americans. They buy the products that Americans would have 
bought had we kept that money here and to that extent <wtput is krot 
up. To the extent that it isn't used to buy goods and services in the 
Imitad States, it becomes a financial asset, a future claim for goods and 
servioee. It may be invested here or it may be creating instability in 
exchange markets as it is converted to some other currency to miure a 
demand on some other ectaiomy, either as a claim or as actual pur- 
chasing power. 

The impact of that, short term, as we try to point out in tba report, 
is to transfer real resources overseas, away from Americans, into tie 
hands of foreigners either to purchase goods and services or to create 
claims on us for the future. 

Mr. Watkins. I was looking for a justification for the effect of what 
I have been indicating. Also, I wanted to talk to you about ocnsuma 
credit and the purchasing power of tiie consumer. Today we have easy 
purchasing power for the consumer, where just a few short years ago 
we had to put money down to purdiase an appliance, dothing, or 
any other depreciable item. Xow it seems like we are making greater 
use of the credit card and the repayment period is being extended over 
a Icnger time peiiod. 

Do you foresee this as having an effect alsof And do you think there 
is something that might be done i 

Mr. Mti-lrb. I have been concerned about the general level of debt> 
of households — consumer and other debt — because it has risen to rela- 
tively record levels. 

Recently, we have seen the amount of money required by households 
to service their debt rise to a record level in relation to msposable in- 
come, so that 23 percent of disposable income— the highest percent 
ever — has been devoted to debt service, which means that consumers 
are heavily burdened by debt. There has been less in the mortgage area 
than you would expect from the level of activity in housing; a great 
deal of the family debt increase has be«i in installment debt. 

That has concerned us, and I would say to you the good news is that, 
even before the recent shock, our policies had already oegun to dampen 
consumer demand and there had been a downturn in that statistic 
We were movong down from that high commitment of family income 
to debt service and lowering it; it was already beginning to attenuate. 
But I might point out, before any of us can carefully evaluate what 
is the right level of family debt in today's circumstances, we have a 
demographic factor: We have had the wave of World War II babies 
coming to marrying age, and at that age from 25 to 35 there is greater 
tendency to accummate debt — to buy that house, buy that refrigerator, 
buy that first family car— than there is for people 56 to 65. When a 

freater percent of society is shifted into a different age bracket^ you 
get a pickup ; that may have been a factor, 
TTi© second factor has been the movement of women into the main- 
stream of employment, which is a very positive factor. This has created 
many two-family incomes and has increased the capacifr? of families 
to incur debt. This may be a factor. 

The credit card may involve an extwision of credit, but many credit 
cards are not used for credit but merely for convenience in tnmng. As 
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yoa know, there are some major cards that are often referred to as 
oivdit cards tiiat aren't credit cards at all ; they're charge cards. In 
nnr case, I (diarge things and at the end of the month I pay for them ; 
I naTen t used any credit, but my charges show up in tneee consumer 
debt statistics. 

Mr. Watkins. Let me see if I am interpreting something correctly. 
You said something about family credit. Were you including mort- 
gage payments or appreciable items, as well as consumer credit on 
mstallment payments, which is mostly depreciable items} 

Mr. MTTj.m) yf^e were talking of mortgages on homes; we are talk- 
ing about installment credit, which will show up in automobiles, dur- 
i^les, and even the purchase of nondurables, and about perstmal loans 
andjiersonal finance. 

Mr. Watsins. Some figures I saw indicated a greater ratio or move- 
ment toward consumer depreciable credit than consumer appreciable 
credit, which would be found in homes or apartments or things of 
this nature. 

Mr. MiLLKR. It was in the installment area that we had this rapid 
growth, and it was of concern. I am still concerned. But I just wanted 
to explain to you that we were conscious of this before any recent 
evente. Last September I spoke on this subject and pointed out that 
this required very careful attention because if consumers get over- 
loaded and delinquencies move up, you have destabilization. So far, 
consumere have handled their payments extremely well. Delinquencies 
have not gone up ; they have gone down. 

But I still am worried, and I am delighted to see that the debt burden 
is beginning to come down, which I think is a good trend. Of course, 
now^ with uie recession at hand, it will come down further. 
Mr. Watkins. Very good. 
That is all I have, Mr. Chairman. 
The Chairman. Mr. Leadi ? 
Mr. Leach. Thank you, Mr. Chairman. 

I apologize for having to leave in the midst of your response. Let 
meiust repeat the essence of my question. 

The Republicans have proposed a four-part alternative to the cur- 
rent economic program. The plan specifically includes a tax reduction 
of 10 percent ; indexation of taxes ; freezing of social security taxes at 
the 1979 level ; and speeding up of depreciation rates. . 
Do you support part or all of the Republican package ? 
Mr. Milled. I must confess I have not studied it, but I will give you 
several answers. 

One is that I believe an immediate tax cut to stimulate the economy 
would be unwise. I do not believe it is called for in these circumstances 
and it would get us back on the track of big defidts and stimulative 
demand and more of the installment debt that we just talked about — 
all the things we're trying to get out of. 

Seocmd, as to the components — for I believe there will be a time 
when we should have tax reduction, in the 1980's — I do not at this 
point prefer a direct income tax reduction because I believe we should 
keep (Uscipline in our fiscal and monetary policy. If that is true, then 
whatever tax relief we can give, I think we should tir to give it in the 
payroll tax area, where you get both a reduction of tax to the indi- 
vidual and a reduction of cost to business and in turn a reduction of 
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prices which also helps the consumer. The consumer gets two benefits 
from one tax cut. 

On the bnsinass side, I would prefer — and I believe you mentifflied 
it — accelerated depreciation, wluch I do think is a very desirable 
policy. I don't know just when it should be phased in, Mr. Leach, but 
I think we should be looking at it. 

Mr. Leach. The timing would be the issue? 

Mr. Miller. Yes. 

Mr. Leach. Thank you. 

The CHAntHAN. Ms. Oakar. 

Ms. Oakar, Thank you, Mr. Chainnan. 

First of all, I want fo thank you for appearing before our com- 
mittee once again, Mr, Miller, 

I do want to ask you a question relative to the question Mr. Neal 
asked you, about the fact that it appears that much of the "blame" for 
our economic distress is laid at the doorstep of the OPEC nations. I am 
wondering how you feel about the large oil companies in respect to the 
astronomical profits that they apparently have been making and what 
your concerns are, if any, regarding the decontrol of oil prices? 

Mr. Miller. The tendency to look for a scapegoat, I think, would be 
unfortunate. The condition of inflation that we are suffering from 
has built up over 12 or 14 years. For whatever reason, we have pur- 
sued a course that has made us vulnerable to action by outsiders. That 
outside action hurts us, but we cant blame them for our becoming 
vulnerable. 

Ms. Oakar. Well, I am glad you saiji that, because, frankly, the 
tone of your remarks, at least in your introductory remarks and the 
report that I have seen, seem to suggest otherwise. So I am glad to 
have that for the record. 

Mr. Miixer. Congresswoman Oakar, I am glad to have cleared that 
up, because I was trying to say there is an oil price shock. It doesn't 
have to result in our assessing blame go much as in our becoming much 
more realistic, much more aware of the peril to this Nation and how 
critical it is that we unite and continue on a steady and effective course 
to wring out inflation. There is nothing more important to this Nation. 
I do not believe that a political-economic-social system can survive if 
we go through 20 more years of this. 

I don't want to assess blame. We can blame ourselves collectively. 
I don't believe in original sin in the sense that I am res^nsible for the 
policies of 15 years ago, but I would say we are all in this position. My 
feeling is that instead of pointing fingers at oil companies or at OPEC 
or at the Federal Reserve or at Congress, we should recognize that we 
are all Americans and we are all interested in a solution. Oil companies 
should not have a disproportionate profit. Cash flow generated from 
exceptional profits because of current conditions should be plowed 
back into the development of alternate and effective energy resources; 
otherwise, they should not be allowed to be retained. 

But I dont think any of us gain by finger pointing. We gain more by 
recognizing that this is a time for mutual acceptance of restraint, 
mutual acceptance of belt tightening. I have a sense that Americans 
are prepared for that, that they are prepared to give up sometiun|r if 
they believe it is fairly shared and that there is a direction and a solu- 



,v Google 



tion which gives them hope for the future and for the prospects of 
t ri filling thiH war. 

I hope that this report and anything I have said can be clarified to 
indicate my belief that Congress has done many important things in the 
1% years of my experience; too little credit has been given to Con- 
gresa Perhaps there have been some mistakes. But this is the time to 
put that aside and decide where we go from here. 

Ms, Oakak. Would you care to comment on the decontrol of oil 
prices or would you prefer not to ? 

Mr. MruLER. I will probably surprise you. My personal preference, 
if I were the President, would be to decontrol oil prices immediately. 
What you do with the money or taxes that might derive from such 
action IS something else. 

Hie reason I thmk that might be a desirable policy La that although 
it would have a one-time bad effect on inflation, it would also mean 
that we would start the process of adjustment much faster and we 
would have lower inflation next year. While we would have a quarter 
of bad news, we would have many quarters of good news. I thmk the 
change of direction is so important that I would take a shock like that 
BO as to get downstream to wipe out inflation. That would be my per- 
sonal preference. 

Ms. Oakas. Mr. Miller, on page 26, you didn't indicate that the 
Council on Wage and Price Stability had broad compliuice with the 
wage standard. 

Jjo you think that their guidelines have been more effective in hold- 
ing down wages than prices ? And again, I get into the reports of prof- 
its, et cetera. 

On page 24, you indicate that the Consumer Price Index rose at an 
umual rate of 13^ percent. I guess my question is : Are worlrars exper- 
iencing a disproportionate share of the burden? I feel strongly 

Mr. Miller. They shouldn't. 

My view is that these voluntary standards have resulted in less 
increases in wages and less increases in prices than would otherwise 
have taken ^ace, and that our wage action has been rather commmd- 
able overall. It is quite good. 

Productivity has been poor, so the unit costs have gone up. But in 
twms of wages, it has been a very good program. We must give credit 
there, too, to tmions and other employee groups who have been willing 
to accommodate. 

I think businesses have also accommodated. What I don't know is 
whether, in the light of events, there should have been a tighter 
reetraint on price increases because of the volume consideration. 

Price increases are related to a level of activity. When you are oper- 
iting a manufacturing plant and produce 10 percent more than 
planned, you don't add 10 percait more total costs; you only add 10 
percent more variable costs. Maybe we should have had the standard 
a little tighter on prices. 

Mb. Oakar. I think if you have any material in that direction for 
the record, that would be very important. 
Mr. Mnjj.R. I will see if I can give you something in that regard. 
Ms. Oakar. Thank you, Mr. Chairman. 

Jin response to the request of Congresswoman Oakar, the following 
ormation was submitted for the record by Mr. Miller :] 
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Reply Bbcuted wbom Mb. Uilub 

Wben firms are operating their plants below levels of ntlUsatloii wblcb piOTldi 
the loweBt possible total cost per unit of output, an Increase In prodncUoD letdt 
to a less than proportionate increase In total cDat«. As output eiponda, tuUUi 
coats associated wltb the increased use of labor and materials do rlae. How«T«r, 
overhead costs such as property taxes, and Insurance and interest parnunta, 
which must be Incurred regardless of the level of production, are sprMd am t 
greater amount of output. As a result, total cost per unit of output dedlnea. TtilB 
reduction In unit costs, which is based solely on efficiency considerationa, could 
be passed on to consumers In the form of smaller price Increases tlian ottaerw' 
would have occurred. It must be stressed that the cost of aavlngs are oaly pas" 
when output la growing; and flrms are operating below economic capacity. 

There is little direct erldence for individual flrma or industries on tbe opent 
lug rates that are associated wltb producing at the least possible unit co«ti. 
Caitaclly utilisation rates for manufacturing Industries, however, are broad 
indicators of business operating levels. Over the past year, capacity uUllaitioii 
rntee in most manufacturing industries were below their peak levels expertoiced 
in 1I>TS. This evidence la consistent with the poaslblllty that an aHwedaUa 
number of firms were operating below economic capacity and tliat Bome tedw- 
tlon in total unit coats could well have accompanied the rise in on^iat Ivrali 
»een last year. 

Tin? Chairman. Mr. Vento i 

Mr. Vento. Thank you, Mr. Chairman. 

I had some questions. I am sure that I will want to submit some in 
writing in addition. Mr. Miller, I paid close attention to your reepwae 
to my colleague from Ohio, Ms. Oakar, concerning the increase in 
(enns of domestic prices. 

Now you put an absolute percentage of the OPEC increases it 
ij percent. 

Is that on the absolute scale that you are talking about, or is that m 
the consumer price index scale? 

Mr. MiiJLEB. This is on what we call the implicit price deflator, which 
measures what really happens in the total economy. 

Mr. Vento. But actually, on the consumer price index, it may be 
considerably higher. 

Mr. MiLLEB. It could be, yes. 

Mr. Vento. I think it is important to note that if it is 2 percent 
there, it could be 3 percent or 1 or 2 percent next year. 

The difference is important since we are used to dealing with the 
consumer price index. 

There was a reference to domestic decontrol or phased-io decontrol 
and natural gas decontrol, as well as TILT regulations and all other 
sorts of things in terms of energy that are not addressed in your 3 
percent absolute deflator. 

Is that accurate f 

Mr. MiLLfx. That is correct. 

Mr. Vento. So those are all additional costs. For instance, natural 
gas is one of the more significant ones that will be reflected in terms 
of costs that apparently naye been permitted to go into effect. 

Now the only problem in terms oi absolute decontrol is the &ct that 
if we had had absolute decontrol, we would have had an immediate 
absolute increase in the price of old domestic oil this year, rather than 
a phase in. 

So there really is very little control. I mean there is no free imAiBt 
place in that ^stem. 
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That wonld actually add to the price and add to the nnmber of 
dollaTs that we are putting into these particular resources and add to 
our inflation problem. 

So I just feel compelled to point tiua out because it has not been 
diseussed hK«. 

At one point, we pegged the cost of each percentage point of infla- 
tion, or of unempl<qnneiit., as costing anywhere from $18 to $20 billion 
in terms of the Federal budget. 

Aren^ we better off converting that into Federal spmdingt In other 
words, are we better off spending it for unemployment imd other types 
of welfare benefits, food stamps or whatever, or are we better off spend- 
ing it on job creation type programs f 

In other words, targetmg for specific purposes, whether it is the 
National Development Domestic Bank, or an EDA-type of program. 
Do you think that we are better off spending for that type of activity ? 

Mr. MiLLBE. We are better off spending it on targeted programs to 
improve the employability and skills and upward mobility of those 
who are disadvantaged. 

Mr. Vento. So Congress may very well confront an increase in un- 
employment which you are predicting with such a program. And your 
suggestion here would be to put it into the very specific types of pro- 
grams that are targeted ! 

Mr. Miller. Yes. Mr. Vento, there is, as I understand it, in your 
present law, an automatic countercyclical targeted program Uiat comes 
mto effect when unemployment reaches a certain level. 

So the Congress has already built in some automatic targeted efforts, 
and I think that is good. I am glad that they are on the Imoks because 
you wont have to redo that. That is ready to gOj as I understand it. 

Mr. Vento. But the unemployment projections that you have 
made, those that the administration has made, I take it, assume the use 
of those particular policies. 

In other words, that those policies would be in place and hence, 
that we would still have the type of unemployment picture that you 
are presenting here. 

Is that correct? 

Mr. Mjller. The Council of Economic Advisers has taken that 
into account. I cannot promise you that every member of the Board 
of Governors has taken that into account. They may have. 

The Chairman. I know that you are approaching the end of your 
testimony and I see Mr. Kitter going and I see the lights. Did you 
have a question, Mr. Bitter, that you could submit to Mr. Miller 
for the record ? 

Mr. RiTTEH. Well, I also, like Ms. Oakar, was concerned about Mr. 
Miller's view of decontrol. And I was interested in his response. 

And what is interesting is that, unfortunately, you are nowhere 
near the decisionmaking process when the situations were considered. 
And as we were going forward with an enormous energy plan for the 
future, multibilhons of dollars, did it occur to von that in the recent 
speeches of the President, the marketplace or the normal, traditional 
forms and structures of the American economy were not even men- 
tioned? 

It almost seemed as if Government is nationalizing the energy 
industry. 
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Did that make jou worry a little bit? This Energy Mobilization 
Board, Uie secarity fund, and in the meantime, the aUocation system 
sits there and the price controls sit there. 

As someone from priTste industry with a long tradition of backing 
the concepts of the American economy, did that frighten you at all) 

Mr, TifTT.T,»p, I must say that 

Mr. GoN zAixz. Win the gentleman yield just a minute! 

Mr, RriTER. I have to go and vote. 

Mr. Vento. I think it is my time. I want Mr. Miller to respond 
to the question of the graitleman from Pennsylvania. 

Mr. GoNZAixz. I just' want a unanimous consent to sulnnit my ques- 
tions in writing. 

The Chaibican'. 'Without objection, so ordered. 



,v Google 



n #1 : On page 2 of your report, you s 



will be causing intensified inflationary pressures and downward adjua 
In Che demand for goods and service!." 



b. How much deeper a receaaion can be expected, owing Eo tt 
OPEC IncreaieiT 

c. On that same sentence, regarding the Impact of outside 
forces, you am really saying that monetary pollcio«--at least domestl 
monetary pollcies--are just a very short stick in a very big fight, cc 

d. If domestic policy can only serve to moderate the impact 
of oucalde force*, doesn't It become more inportanC than ever t< 
policy with other central banks? Are you undertaking to do this? 

Answer ; Because of the coqipllcated, dynamic Inter- relationship* 
within the economy, It Is extremely difficult to separate out the effect of 
a factor like OPEC price increatc*; a tough eatinate would be that the OP£C 
increases to date, taking into account impacts on prices of other energy 
sourcy and some other Indirect effects, will add 2 percentage points to 
the rise in the general price level this year and almost another percentage 
point In 1980. 

It is my view that, had the economy not cuf feted the oil shock— 
with Its effects both on Inflation and on aggreeaCe deiiiand--we would quite 
likely have succeeded In avoiding a recession. Rather, there would have 
bean a period of moderate growth during which some of the pressures on 
produEtive resource* would have eased, thereby helping to slow the pace 
of inflation. 
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Honccary policy continues to be an lapoiCant Influence on the 
performance of the econony, and there are Booe exogenoui forcea whose 
effect* It night well be able to offtet. Houever, monetary policy cannat 
■imul^aneously offset the Inflationary Inpulse of the rise to oil prices 
and the contractionary impact of the incone transfer to foreign oil 
producers. Appropriate monetary — and fiscal—policy responses to this 
exogenous shock can minimize the chance* Chat these adverae pressures 
would set off cumulative departures from the desired longer-range moveiieau 
to full employment and price Btability. 

Even extensive International coordination of aggregate demand 
policy could not overcame the fundamental Impact of the OFEC action on 
international terms of trade and Inflationary pressures. Houever, the 
cooperative efforts of governments can help to smooth adjustments around 
the world, and fortunately there has been good coonunlcation at the econnlc 
summit meetings and In the various forums for discussion among financial 
officials. 
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Ouotlog 42 : A Cew nonCht 3go Che United Staccs activated iCa standby 
facility at the IMF, to help defend the value of the dollar. Since the OPEC 
incrcaiei, rgold has been zooming up again, hut the dollar has not collapsed 
OT been serloully attacked. Do you attribute this to intervention in the 
marlceta, to ■ bsiwHV stronger U.S. economy, or to whaci Are va 
fundaBBD tally any better off now than we were then? 

Ansver : The effect of OFEC's precipitous oil price incteaae on 

the economic welfare of the citizens of the United States, and the rest 

of the world, is unaiid>iguou>ly harmful. Its effect on the exchange rate 

of the dollai Is less clear and, among other factors, will depend upon how 

■uccesaful we are In limiting our oil Imports In the wake of those price 

The dollar has corae under tome downward pressure In exchange 
■arkets In recent weeks an) the Federal Reserve and the Treasury, In 
cooperation with foreign central banks, have intervened to limit the 
dollar's decline. 

The fundamental factors that ultimately determine the dollar's 
exchange value appear somewhat more favorable now than they were on 
November 1. The slowdown in economic activity In the United States relative 
to that abroad Is expected to lead to ■ surplus in our current account by 
1980. And we have made a start in attempting to wind down inflation in 
the United States and to limit oil Imports. Tlieac factors are all more 
favorable for the dollar. In the long run, the strength of the dollar 
Kill depend mainly on out success in wringing inflation out of the economy. 



I, Google 



9ue»clon *3 : On page B o£ Che report Chere Is a set of intriguing charct. 
The top one shows that personal consumption expenditures actually exceeded 
real disposable income in three out of the lait four years. The bottoa 
one shows that in the last four yean household debt repayment has 
increased from less than 20 per cent of income to 23 per cent or better. 
Does this ihov that people are being fotccd to borrow in order to ■uataln 
their usual level of living, because Inflation has eaten away their real 
earnings? And wouldn't this higher ratio of debt actually tend to lengcbeD 
a recession and increase its hardships? 

Answer : The decline In the personal saving rate and Che heavy 

accumulation of debt may reflect in pare an effort to inaintaln living 

standards by households whose budgets have been squeezed by Inflatloo; 

another element in the picture is the financing of acquisitions of houSM 

and other assets enpeetcd to tiae in price. Regardless of the cause, 

however, it is true that the resultant debt burdens nay imply sobc 

reduced resiliency on the part of the household sector in the event of 

an economic downturn. The Board members were mindful of this in arriving 

at their projections of the econonic outlook. 
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Que* I: ion tU : You hear nothing more often than the refrain that Che 
Federal govsTiunenc Is Che prime cause of inflaCian. Cut spending, they 
■ay, and inflation will die. But you lay that outside factors are 
reaponslble, and at page 17 you show that real purchases by che Federal 
government have shown atodesC Increases since 1975, and In fact are vay 
dovn for 1978 and so far this year. Isn't ic a face chac che present 
level of Federal expenditure* Is providing very little sclnulus to the 
and maybe none at all! 



Answer : Federal purchases ace just one factor in the overall 
iapact of the government on economic activity and inflacion. They represent 
■ direct call on real economic resources and are an tmporCanC component of 
aggregate demand. However, the other parts of the federal budget— federal 
transfer payments and tax revenuet'-mosc also be concldcred In assessing 
the Influence of the federal sector on the economy. If one looks back 
at the record of Che past two decade*, one is confronted with the fact 
chac che federal budget has been In deficit in nearly every year, whether 
or not the economy was operating at a high level. While che pasc year 
has seen some significanC progress toward budgetary tescraint, there 
ha* continued to be a significant federal deficit which has tended to 
boose aggregace demand despite a relatively high level of reaource 
ucUlzaClon and unacceptably rapid Inflation, 
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Queatlun *5 : Afcer the fltat round of OFCC oil IncTeasei chera was a 
teceaalon, and you seen co think ve'll have one chit Cine too. Our 
balance of paynenci problen waa conpounded by Che face chat Europe recovered 
more (lowly than we did, and this contributed to the ihsrp fall In the 
value of Che dollar--a decline of ISZ or to In 1977 and 197S. Hhac kind 
of action can you Cake, or do you plan to Cake, Co try and aiaure that 
the industrial world docs not fall out of "sync" asainl 

Answer: It Is generally recognized that our balance of payniencs 
problem* were intensified during the last cyclical recovery because our 
recovery began earlier and was atronger than the recovery abroad. An 
inCernatlonal patcetn of recovery Chac was more synchronlicd would have 
reduced balance of payment* dis-equlllbrla and would have been dedrabla 
for chac reason. However, one should alio realize Chat a aynchronlied 
upswing carries with it inflationary danger* aa pressures are puC on 
Industrial capacity and connodlty prices on a world-wide baais. 

On balance, it 1> dealrabl* that cyclical patterns should be 
roughly parallel. With this in mind, Che United States and the other major 
industrial councrics have cried to coordinate their econonic pollclea In 
such forums as Sutimit meetings and the OECD. Relative cyclical .poslcion* 
and external posiCions were Caken account of In Che Concerted Action ?rograB 
of the OECD. Thus, econopic expansion was encouraged In Chose councries 
like Germany and Japan uhere the external position allowed them Co enjoy 
faster growth, while ic was recognized chat IC was appropriace for Che 
United States to moderate its expansion. These acCempCs ac coordlnatlan 
have had some success as witnessed by the Increased growth rate* of Japan 
and Germany, and the reduction of the current account surplus In Japan, 
especially. 



I, Google 



Amwcr : It !■ Imperative that the induatrial world taka concerted 
action CO cope with the Bonapoly power of OFEC, Moreover, In the longer 
run Che induttrlal world nust face up to the probtems connected with Its 
dependence on a large but diminishing tupply of petroleum for ita energy 
needf, •• well as to the special problem chat so much of the known supply 
1* controlled by OPEC. 

One line of response Is to economize on the use of energy, and 
CO start down the long road toward the developaent of better and more 
reliable energy source*. On a nultllatersl baaia, the Internetional 
Energy Agency has ■ role in coordinating the responaea of the Industrial 
countries to OPEC actions. Here at home, the President haa just announced 
■ scries of measures Co deal wich the energy problem. 

Another type of response is needed Co resist the power of OPEC 
countTlei— or even one or two of them acting alone—co cut off abruptly 
the aupply of oil for pollcleal tesaons. To deal wich that problem we 
need to go ahead with building a strategic stockpile, even though that will 
put additional upward pressure on prices while it Is going on. Once the 
*tockplles are In place, however, their existence is likely to help 
moderate price Increasea at times of temporary shortage in the future. 
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Additional Question : Hill you provide Che Connlctee with your aiieasaeat 
of tha prospect* for the tncernitional dollar over the next *lx BOnthsI 
Do you anticipate a continued pegging of the Federal Funds rate in the 
10 percent lange, to order to keep the dollar fron falling! Will intsr- 
MCtonal conaldaiaClona algniflcantly limit the flexibility of aonatary 
policy In dealing with the economic slide that many private •conomlaCl 
now foresee? 

Answer ; The Federal Reserve does not make official forecasts of 

exchange rates. In general, however, there are a nuiiier of factors which 

point toward a relatively stable dollar. The slovdown In econooic 

activity in the United States relative to that abroad should lead to a 

significant Improvement In our current account balance, which is expected 

to record a surplus for 19B0, And the President's progran for reducing 

□11 ioiports will have a favorable long-run impact on the dollar's exchange 

The Federal Reserve vlll continue carefully to weigh international 
economic conditions in the formulation of monetary policy. However, chat 
policy will continue to be directed prlnarily towards the creation of en 
environment that will lead Co a sound economy and stable prices at hons, 
Ue do_not anticipate pegging the Federal Funds rate at any particular 
level although avoiding sharp shifts In policy will allow us gradually 
to wind down inflation without a severe economic downturn. In the long 
tun, if the United Scates Is successful In bringing Inflation under 
control, the dollar's exchange value will reflect this 
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The Chaikuam'. You may continue^ Mr. Miller. 

Mir. Miu;br. My hope, m^ advice, if asked, would be that in imple- 
menting these energy policies, that we use the private sector, which 
has the akilla and wb organizing ability to carry out these things to 
thegreetest extent possible. 

While I know timt some of my business colleagues have been ccm- 
ouned about the aspect that you have mfflitioned, I also believe that 
the President did not foreclose anything you have said, u^ng his 
energy security corporation merely as a conduit to help fund pnvate 
projects. 

I nope t^t that is what he will choose to do. 

Mr. VENTo. I have yielded. I have other questions that I can ask, 
too, and I intend to do so. 

Mr. Miller. Perhape I can drop you a note on that. 

Mr. Vento. One of the points, one of the major things that the Fed 
has in terms of its impact on this is the m<metary policy, the monetary 
restraint, how it translates interest rate increases m the svstem. 

Now <»ie of the things *he Council on Wage and Price Stability did 
propose, they pointed out three areas. One was in food, 22 percent^ 
another was in energy, 56 percent increases in terms of cost. And of 
course bank profits were up 29 percent. 

That is a mrect factor in terms of interest ratee. 

Now interest rates don't suppress credit the way that they are ex- 
pected to, and I would suggest there was some discussion atiout their 
being overextended, that they do result in these large profits. 

And I would just caJl your attention to that because I continue to 
have a concern about the overezt^iaion of monetary policy in terms 
of what it can and does accdmplish. 

Mr. MiLuat. I appreciate the comments and concerns. 

Mr. Vento, Well, I think that my time has expired. 

One other question. There have been parallels drawn, Mr. Milleir, 
between the monetary policy and the circumstances that existed in 
1974 and exist today. Do you think that the Fed is paying attention 
to the set of circumstances in which they maintained a tight credit 
policy in 1974 in the contest of what is happening in the economy 
today f 

Mr. Miller. I believe there was an article yesterday in the Wall 
Street Journal suggesting that, in response to the oil price shock in 
1974, the Federal Reserve may have been too accommodating and 
then, seeing that that policy was unleashing inflation, it may have 
put on the brakes too fast. 

I think that this is the kind of question that you are getting at. I dont 
know whether that analysis is true or false, but I will tell you that 
we will do our beat to avoid oveirreacting, shooting from the hip, act- 
ing without facts, becohning emotional. We will continue to do our 
beet to guide Uie economy on a charted course. That would be best for 
all of us. 

Mr. Vento, Do you think that the Federal Reserve policy today 
is diffierent from what it was 5 years ago in responding to this oil 
price increase! Do you think it is different in terms of the posture 
as to where you're headed as opposed to where the Fed was headed 
in 1974? 
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Mr. Miller. I do, because I think that we have a, different attitude 
on fiscal policy in Congress which is far more helpful to us and more 
constructive. Therefore, I think that we have s much more coordi- 
nated aeriee of policies, and therefore I think tJiat we can avoid the 
sharp amplitudes of swing that were perhaps brought about by the 
ddfiSmlty of c<^ui£ anew with this kind of problem. 

Mr. Vknto. WeU, that sounds like a good note on which to end, so 
I will adjourn tiie hearing with the auuiority of the chaitmaiL 

Thank you very much. 

Mr. M111.EB. Thank you. I appreciate those last words. 

[The following are written questions submitted by Congressman 
Jeny M. Patletson of California, with attached answers nom Mr. 
Miller.] 
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Qu«»tlon H : Coniumer inacsllment debt ouCttanding ii at a record high 
Eoday-roughly S374 billion. If the recession worsens, the impact of 
loan delinquencies may seriously affect our financial Institutions, 
Uhat can or in being done by the Fed to counsel InitiCutlnns on consumer 
leading policies and/or general safety precautions! 

Ansvcr; The debt burden assumed by some households ig a 
Bttcer of some concern; It could represent aomevliat of « drag on the 
economy should tncone and enployment conditions deteriorate to a greater 
extent than anticipated. Members of the Federal Reserve Board have been 
calling attention to thlf potential problem for some time now. In Con- 
gresaional testimony and elseuheie. Such itatenentt, it Is hoped, have 
been helpful in encouraging due caution on the parts of both borrovers 
and lendera — while not intruding excessively in private decis lon-maklng 
or creating unwarranted alarm and consequent contractive pressures. 

The more direct counseling of lending Institutions occurs 
through Che regular examination process. Examiners scrutinize loan 
portfolios and credit policies to determine whether banks are following 
sound practices; where unsound practices are detected, they ace apecifically 
criclelied. Substandard loans are Identified, and, when appropriate, 
examiners may Indicate that a bank should forgo promotion of lending and 
undertake greater collection efforts. Examiners also n.iy require charge- 
off of loan losses. 
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Oueatlon 112 : Section 3 ot a Juni> 1976 Board publication titled "Improvine 
the Monetary Aggregates" dealt with conceptual and definitional lisuai 
surrounding the various M's. 1 am particularly Interested in the Inpact 
of credit card puichasct on Che nOncy supply, let ne quote fron the repoi 



Credit cards and the "chccklets society" 

An increasing volume of purchase* is being made on 
credit cards, and direct credits of uages and latarles 
Co bank accounts and debits to purchasers' bank account* 
by sellers clirough compuCer network* will probably 
spread In the years ahead, perhaps moving the economy 
tousrd an Increasingly "checkless society" in the fore- 
seeable future. Insofar as credit-card purchases and 
the elimination of physical bank checks merely provide 
more convenient and efficient means of cronaferring 
demand deposiCs, they do not call for any ledcflnitlon 
of the money stock—although they may lead to a higher 
velocity of circulation. Insofar ns thoy actually 
Involve creation of new transferable money by sellers 
«ho temporarily Increase the spending power of buyers, 
they certainly increase the volume of crcdU, although 
they do not Increase H; as now defined or as It night 
be defined In response Co Che financial developments 
so far considered. 

If credit cards and a chcckless society largely 
supplant presenC methods of payment, Ic will become 
desirable to redefine Hj^ and Che other deposit coCals 
based on iC in a more fundamental way. 



I would apprcciace your clarification of that state 
llao, I an inCetesCed 

Answer : Ihe statement quoted is part of the report of "Bach 
Commltcee," a group of eainent private econoailst* that — at the requeat 
of the Board — examined the nonetary aggregates and submitted recomiendaC 
for Improvements in concepts and measurement. These recomiendaC ions are 
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being considered In the Bo«rd'( currenl: examination o£ the definltlona 
of the monetary aggrcgaCes, Staff work il continuing and the Boaid hai 
y«C to airive at any conclusions, but it appear! unlikely that the growing 
use of credit cards pet » will require changea in Che definition of M-1. 
As the quotation suggests, credit cards facilitate the extension of credit 
but do not themselves represent or create money. Rather, like many other 
financial innovations, they increase the volume of transactions Chat can 
be conducted ulth a given money stock. I.e., the velocity of money. In 
the case of credit cards, for example, many users find them a way of 
better controlling the timing of their payments, so that they need not 
naintain large checking account balances at all times to cover unexpected 
outlays. Ultimately, hovever, a payment must be made in the form of 
currency or transference of cheeking account funds --whether that payment 
is made by Che consumer directly to the seller ot by the consumer to the 
credit card Issuer who pays the seller. Thus credit cord indebtedness 
or credit lines do not constitute money, but their effect on velocity 
must be considered in assessing the impact of monetary policy on the 
economy. 
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Queitian fi : FrcsldsnC CsrCer, in hll nsclonally tcleviied >pe«ch on 
July IS, Couched on (Gvcrol problem areas of tlic Anerlcan economy. One, 
of course. Is our productivity level. The quciCIon Chat InceTescs ma 
la vhac are Che inosc effective methods by which productivity can be 



Answer : Investmenc in Bore modern and efCiclenc plant and 
equipment Is s major elemenc In the achievement of faster productivity 
growth. I strongly support Che ItberalizsClon of scceleraced depreciation 
In order to encouraee capital [orniatlon. Such changea in the tax laws 
must be made, however, with an eye to the overall fiscal policy stance 
ot the federal government and should not hinder the achleveBCnC of a 
balanced budget. Ac the present tfne, with a sizable federal deficit 
and strong inflationary presfluros, it would not bo prudent to Initiate 
a inajor tax ci.t. 

Uith regard to the question of adjustment for inflation, 
accelerated depreciation would offset some of the effect* of the under- 
statement of depreciation in an environment of riaing prices. Other 
techniques, such as replacement cost accounting, could be employed; the«e 
other approaches have their particular relative advantages or disadvantages 
I believe, however, that. In terms of getting the greatest stimulus to 
capital formation per dollar of lax revenue reduction, accelerated depre- 
clacion has distinct advantage* Since only firm* making new Inv«*tn*nts 
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udgctory con- 


■ craincs and the conmltocnCi ue miiit Bake to natlonol priorities includtns 


energy, houilng, nun transportation, and defense, amou 


g others. A 


question which 1 and many of ray colleague* share Is thl 


s: The recession 


may necessitate a tax cut. When should such a reduccio 


n occur and what 


type of iBlK for individuals and small business relief v 


ould be iBoat 


effective In your opinion? 






ed for a tax cut 


in otder to bring the economy out of the nlld teceaslon 


ue appear to be 




at a future tine 


in order to bolster the econoiiiy--or la simply made poss 


ible by the growth 



I related to Che rise In Incomcs—it would be Jeiirable to 
focus attention on those changes that would yield naxitnun beneflta In 
aiding progress toward price stability. FrioK candidates In this regard 
are cuts In payroll taxes, which would have the dual benefit of easing a 
regressive tax and reducing labor costs, and liberalized accelerated 
depreciation, which would encourage productivity-increasing capital 
fomatton. These tax cuts would benefit individuals and businesses of 
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FOR HID-YEAR 1979.M0HETARY POLICY OVERSIGHT 



Ihii bri«fing document has b«en prepared Co asiiaC the Bouia 
Committee on Banking, Finance end Urban Alfaira In nonetacy policy 
overtight conducted pursuant to P.L. 95-523. It includea aeleeted 
indicatora for the economic setting in uhlch aonstarj policy oparatea 
aa veil as presenting indicators of Che direction of nonetary policy 
itself. Assistance in preparing this report was obtained froB Ijiura 
A. Lsjmsn, Economic Analyst; Barry Holefsky, Analyst in EconoaeCrics ; 
and Frances C. Klapthor, Editorial Assistant. 

Listing of tables and graphs Page 

t. HoneLary and financial measures and Federal Reserve 
System targets: 

Monetary and credit aggregates — actual levels 
from fourth quarter 1976, and Federal Reserve 
projected growth ranges from fourth quarter 1978 
to fourth quarter 1979: 

HI (graph) 1 

H2 (graph) 2 

M3 (graph) 3 

Bank credit (graph) .........,..,..,...,,,.,,.,... 4 

Growth rates for selected reserve, moneCary, and credit 
aggregates, 1975 through second quarter 1979 (table) ... S 

Income velocity of money, percent change froa same 
quarter, previous year, 1973 to first quarter 1979: 

Hi (graph) G 

M (graph) 7 



,v Google 



liUtUn at grapln «nJ tables (cone.) 

IntecesC races: races on Federal fuoili, 6 nonch 

Treasury bills and new home norCgages, 1973 to 

date (graph) 

Selected interest rates, 1973-1979 (table) 

Fund* raised in U.S. credit markets, 1975 to 

first quarter 1979 (table) 

II, Economic forecasts and economic goals: 

1979 economic forecasts and Administration goala 
(table) 

1980 economic forecasts and Admin is trat ion goals 
(table) 

January 1979 summary of Administration's goals 
eontiscenc with the objectives of the 
Bumphrey-HaHkins Act, 1979-1983 (table) 

July 1979 aunmary of Administrations'a long-range 
economic goals and alternative economic 
aisumptiona, 1981-1984 (tables) 

III, Federal budget data: 

Federal budget receipts and outlays, fiscal yeara 
1975-1980 (table) , 

IV, Selected international statistics: 

Exports, inports, trade balance and trade-weighted 
exchange value of the U.S. Dollar, 1975 to date 
(table) 
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CHART 1 . Exhibit 1 breaks the 1954-1977 period into eight 
consecutive 3-year periods: 1954-1956, 1957-1959, etc. For 
each 3-year period. Chart lA relates average Ml growth to 
the average rate of rise in th« Consumer Price Index 
(inflation) i Chart IB relates average Ml growth to the 
average rate of interest on 3-inonth Treasury billsi Chart 
IC relates average HI growth to the average rate of 
unemployment . 

The exhibit shows that there la a close positive relationship 
between money growth and Inflation (chart lA) and between 
money growth and the rate of interest (chart IB) . It shows 
that as money growth increBBes, so do both inflation and the 
rate of interest. However, it also shows that there is no 
relationship between the rate of money growth and the rate 
of unemployment (chart IC) , This belies the Phillipe Curve 
theory that inflation is inversely correlated with unemp laymen t . 

The closeness of these relationships is denoted by the lines 
which were fitted in between the points on the graphs. Dote 
the straight lines which were easily drawn in charta lA and 
IB. It was impossible to fit one line into chart IC. 
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chart 2 . Laat Harch. tha Coionlttae recommended that money growth 
be eatabllahed at 6 percent this year, then reduced one percentage 
point each year until year-over- year money growth is eatsblishad 
at 3 percent in ISaZi where it would be maintained in 1933. The 
Conmittce defined money supply as HI plus ATS and now account*. 

Until l^ril 1979, the growth rate of the Comaittee'a reconnended 
money supply wa> substantially lees then 6 percent per annum. As 
a result the outstanding volume of money fell short of- the volume 
projected by the Committee as necessary if we are to avoid recession 
while unwinding inflation. In the April-June period, growth of 
the money soared to an annual rate of 11 percent. The upsurge in 
tha Connittee's cecomnended money measure soared to an annual rata 
of 11 percent. The upsurge in money growth in the second quarter 
should be regarded as a constructive correctice measure. However, 
it is liow tnpoctant to moderate money growth so as to keep it from 
growing mora than S percent for 1979 as a whole. 
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CHART 3 . Ml growth, Baasurail b«tw*en the sana nonths of adjacant 
years (for exanple, January 194T to January 1948), cycled down 
and up aeven tinea between the end of World Har II and 1978i and 
now, after a prolonged upsurge, is headed down once More. 

Our econony's perfomance in the post Horld Har II period is 
Mirrored in this chart of noney growth. Inflation was broken 
after Horld war II and again after the Korean Har by sustained 
low Boney growth. It was rekindled after 1964 by upsurges in 
noney growth in the late 196as, 1971-1973, and 19T7-19TB. 
Recessions, which are delineated by the vertical line* oii the 
time axis, occurred in the wake of decelerations in HI growth, 
as the chart show*. 

Last March, based on data through February, we statedi 'The 
chart Indicates that we are now headed for anothar r«c«Mion. ' 
It ia now apparent that we were right. 

How deep and long the recession becomes dependa on how the 

lerve manages the growth of Ml (adjusted to include 
S accounts) from now on. 
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CHARTS 3.1 h 3.2. The»o Bxhlblta graph year to y«ar percantage 
changes In Hl-plua and K2. The growtli profiles of these two 
aggregates also warn that monetary policy again has lain the 
groundwork for another recession. 
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EXHIBIT «. Exhibit 4 providaa another way of looking at tha 
ralationahipa batwaen noney growth. Inflation aod intarast ratea. 
Exhibit 4k charta tha percentage changaa in tha CPI againat 
percentage changaa in Ml (monoy aupply) which has baan lagged 
two year-H. The exhibit show* that the rate of inflation followa 
Ml growth two yeara earlier fairly cloaaly . 

Exhibit IB charta tha percentage change In tha CPI againat 
the parcentage change in HI lagged 2 years, but hera adjuated to 
include ATS accounts and overnight repurchase agreements. Tha 
Inclusion of theae two adjuatnsnts picka up much of tha recant 
inflation which cannot be explained by HI alone. 
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YEAR TO YEAR PERCENT CHANGE 

BAR CHART IS C P I -- 
LINE IS Ml MONEY SUPPLY LiSGED Z Vf Af S 
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YEAR TO YEAR PERCENT CHANGE 

BAR CHART IS C P I 

LINE IS MI-ADJUSTED MONEY SUPPLY LAfiflED 2 YEARS 
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Exhibit 4C plots tl 
b«tween the aane montha 

Fadeeal funda rate — the overnight inter-bank inl 
■hoH* that monthly moveiaeiits in the Fed funda ri 
cLoaely together with changes in the inflation i 
from the sane month a year ago. This indicate* 



percentage changaa in the CPI maaaured 
'on ane year to the next and the 

te occur very 



ite neasured 
that even a hoi 



1 very powerfully affected by 



paat inflation . 
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CBART 5 . This chart graph* y«ar ovar yaar Inflation (vactlcal 
axil) against yaacly unamploymant avaragas (horizontal axla) . 
Tha top panel grapha tha two concurrantly, tha middle panal 
lagi unanploymant 1 yaar, and tha botton pansl laga Inflation 

Tha concurrant panal ISA) ravaala that tha ao-callad Phillip* 
curva 1* un*tBble. On average, tha trada-^ff wa* highly 
favorable from 1954 to 1965 but haa Hor*anad algnifleantly 
since then. 

Tha middle panel (SB) raveala much tha aaBS atory. Spaciflcally, 
for an arbitrarily selactad unanploymant rata, tha rat* of 
Inflation the following yaar 1* much higher today than it vaa 
in tha 19S0a and early 19S0a. 

Finally, the evidence plotted in the lower panel 15C) ralnforcea 
this atory. Aa indicated here, there is even aoMa tendency for 
acoalerating Inflation to b* followed by higher unemploynant. 

Viewed together with Chart 1, these three panel* show that un- 
ei^iloynent cannot be reduced by acoalerating money growth and 
inflation. The raault of f eater money growth 1* higher inflation 
and perhapa alao a rise, albeit ephemareli in unenployaent , 
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[Whereupon, at 5 :10 pjn., the hearing was adjourned.] 
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